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Marketing is an important function in modern b\isiness and, 
hence, a major area of managerial responsibility. Today's stu¬ 
dents of business administration are tomorrow’s business deci¬ 
sion-makers and so must learn how to analyze and find solutions 
for problems in this important area. Marketing decision-makers 
must first recognize that marketing involves certain basic activ¬ 
ities, directed toward the common goal of matching products to 
markets, and carried on by different institutions. Part One 
provides this necessarj’ orientation to the marketing field. Mar¬ 
keting decisions are affected by and made within an environment 
made up of diverse and ever-changing economic, psychological, 
sociological, and political factors, and this environmental setting 
for marketing decision-making is'surveyed in Part Two. The 
marketing decision-making process itself—^i.e., the gathering 
and analysis of marketing information, the measurement of 
markets, and the formulation of alternatives—is analyzed in 
Part Three. Marketing decisions pertaining to organization, 
products, prices, channels of distribution, physical distribution, 
promotion, and strategy are discussed and analyzed in Part 
Four This coverage reflects our belief that a basic marketing 
l>ook should concentrate neither on functions and institutions 
nor on the areas for management decision—the marketing coh- 
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trollables. We believe that functions and institutions and the 
areas for management decision are both important, but we also 
believe that the environment for decision-making and the de¬ 
cision-making process itself are at least as important and should 
be included in the basic marketing course. 

Our greatest debts are to Martin Greene, Project Planning 
Editor, and John F. Pritchard, Business Books Editor, both of 
Prentice-Hall, Inc., for their tireless help, encouragement, and 
criticism. Professors George B. Saunders and James G. Hauk 
of Syracuse University and Profe.-ssors W. T. Tucker and Wil¬ 
liam M. Brown of The University of Texas were of great as¬ 
sistance to us, both in terms of articulating specific suggestions 
and criticisms, and in stimularing our thoughts on what should 
and should not be contained in a basic marketing book. Profes¬ 
sors Perry Bliss of the State University of New York at Buffalo, 
Robert J. Holloway of the University of Minnesota, Fred 
Kniffen of Pennsylvania State University, and Jon G. Udell of 
the University of Wisconsin read the entire manuscript and made 
many helpful suggestions and criticisms. Professors Thomas L. 
Berg of the Graduate School of Busineiss, Columbia University, 
and Donald L. Shawver of the University of Missouri read early 
drafts of various chapters and contributed much useful criticism. 
We owe, of course, a very special debt to our wives for pro¬ 
viding sympathetic understanding and encouragement, without 
which this text could never have been completed. For all this 
assistance, we express our sincere gratitude. 

Edward W. Cundifj 
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INTRODUCTION 

1 


Except for occasional hermits, few people are completely 
self-sufficient. Most people have to satisfy all their ma¬ 
terial wants through outside sources, and, in satisfying 
thcvse wants, find that they must take part in various 
activities incident to obtaining needed goods and services 
from outside sources of supply. As consumers, people per¬ 
form some of these activities themselves. For example, 
they shop for the goods and services they need. They rear! 
and listen to advertisements (and talk with sales people, 
look around stores, and do window sliopping) to find out 
what is available in which qua'ties at what prices. And 
they are continually deciding among stores, products, 
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brands, and-models. Again as consumers, people are the "targets” of many 
activities performed by business people such as those who devote their 
time and efforts to getting information to them (e.g., advertisements), 
researching them to obtain information from them (e^., on the likely 
marketability of some new product), getting the goods and services to 
them, and, ultimately, “selling” them. The result of these consumer- 
performed and business-performed activities is a flow of goods and services 
from producers to consumers. 


OIHNITION OP MARKniNO 

Marketing, according to the American Marketing Association, consists of 
the performance of business activities that direct the flow of goods and 
services from producer to consumer or user.^ Although this definition of 
marketing is the one most generally accepted, we will use a different defi¬ 
nition in this book. In our view, marketiny is the bimness process by which 
products are matched with markets and through which transfers of owner¬ 
ship are effected. Why we have chosen to use this definition will be made 
clear in the discussion that follows. 


Product-Market Interrelationship 

We believe, first of all, that the interrelatedness of product and market is 
an essential idea and should be included in a definition of marketing. So 
our definition states, in part, that “marketing is the business process by 
which products are matched with markets.” The notion we want to convey 
here is that marketing and production activities are interlocked—that 
these two major business functions (namely marketing and production) 
certainly depend on each other, since we can only market products which 
can be produced, and we should only produce those that can be marketed. 
Thus it is logical to think of marketing as the business process by which 
specific products are matched up with specific markets, while thinking of 
production as the business process concerned with manufacturing these 
products. 

We must, however, recognize that most companies do not manufacture 
products which fit markets exactly, this happening only in the compara¬ 
tively rare mstances where products are made to order for individual 
customers. For most companies, precise fitting of products to markets is 
extremely difficult, if not wholly impossible. One important reason for tois 
is that although markets are usually made up of lai^ numbers of present 
and prospective customers who have some needs in common, each of them 
may have rather individual ideas as to the characteristics a product 
should possess. Another important reason is that a company must stand- 

1 Committee on Definitions, Ma^eting Definitiont (Chicego: American Marketing 

Association, 1960). p. 15. 
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ardize certain product characteristics if it is to take economic advantage 
of mass production methods. However, the products manufactured should 
still be attractive enough to ultimate buyers so that sales will be large 
enough to return adequate profits. Accordingly, management usually de¬ 
cide on products with characteristics falling somewhere between what 
individual consumers most generally prefer and what can be produced at 
the lowest unit cost. In other words, the problem here is both one of mar¬ 
keting and of production: it is to select, manufacture, and market products 
which possess as many as possible of those characteristics considered 
desirable by large numbers of customers and prospects (i.e., by those who 
make up the “markets”) and to do this with as little sacrifice of manu¬ 
facturing economies as possible. 

Top-management bears the ultimate responsibility for solving this prob¬ 
lem, but marketing management plays a large role in the solution. Mar¬ 
keting research uncovers the product characteristics wanted by final buyers 
in various markets, and top-management (working with both marketing 
and production executives) translates these wants intu product specifica¬ 
tions. Where products have been developed through technical research 
carried on within the company, marketing research is used to find and 
measure potential markets. Thus, ideas for products may come either 
from the markets, or from inside the company itself, and marketing re¬ 
search is useful in both instances. Through skillful application and com¬ 
bination of what we will call the marketing “controllables” (e.g., pricing, 
advertising, and personal selling), marketing management may stimulate 
or even “create” markets for old as well as new products. Ordinarily, these 
adaptive strategies (that is, attempts to bring products and markets to¬ 
gether) are combined: some product specifications are established after 
marketing research learns what the market wants and expects, a search is 
carried on for likely markets for new products with features derived from 
technical research, and various marketing controllables are manipulated 
toward the end of gaining and holding market favor for both new and old 
products. The success of the total enterprise, measured in terms of income 
and long-run growth, depends not only on the elSiciency with which mar¬ 
keting and production activities are performed but, as we have just seen, 
on the skill and effectiveness with which these two sets of important busi¬ 
ness activities are blended. So it is no accident that modern management 
regards marketing and production as interdependent business functions. 
Nor is it an accident that modern management thinks of mariceting as the 
business process by which specific products are matched up with specific 
markets, and considers production the business process responsible for 
manufacturing these products. These two major business processes are 
inseparable, and management certainly can ill afford to think of them 
otherwise. 
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OwnBrship Transfers 

Ownership transfers occur repeatedly as products flow from producers to 
consumers. For instance, a manufacturer may sell his output to whole¬ 
salers who, in turn, resell it to retailers who, again in turn, resell it to 
consumers. In this instance, every unit of the manufacturer’s product that 
is finally purchased by a consumer has had its ownership transferred 
three times (manufacturer to wholesaler, wholesaler to retailer, retailer to 
consumer). Notice that for a transfer of ownership to take place, buying 
as well as selling is necessary. Notice something else about this simple 
example: in moving a product to market, the producer only sells, the 
resellCTs (wholesalers and retailers) both buy and sell, and the consumer 
only buys. Consumers, as we noted before, are the “targets.’ of marketing 
activities—the whole flow of goods and services from producers to con¬ 
sumers aniticipates this final buying action by consumers. All the selling 
and buying transactions that occur up to the time that the product is 
made available for consumer purchase are preliminaries. Only when that 
last buying transaction by a consumer in the sequence of selling-buying 
transactions takes place can the last selling transaction (by a retailer) 
occur. There can be no marketing, then, unless transfers of ownership are 
effected. Therefore, we have included this point explicitly in our definition 
of marketing. 

Summing Up 

We believe, then, that marketing may best be described in terms of prod¬ 
uct-market interrelationships and of ownership transfers. Marketing man¬ 
agement seeks to match up goods and services with markets, and to effect 
transfers in the ownership of these goods and services. Consequently, in 
our view, marketing is the business process by which products are matched 
with markets and through which transfers of ownership are effected. The 
business process of marketing, then, includes all those business activities 
involved in moving goods and services from manufacturers and other pro¬ 
ducers to final consumers and users, plus those activities involved in evalu¬ 
ating these markets and adjusting product characteristics to market needs. 


MARKETING AND SOCIETY 

In any society, patterns of consumption are directly affected by and de¬ 
pendent on the structure and the efficiency of the marketing system. By 
a “pattern of consumption” we mean not only how much of what kind of 
goods and services are made available for consumption, but also how 
much ot these goods and services are actually consumed and in what 
manner. By “structure of the marketing system” we mean the whole net¬ 
work of marketing institutions which serves society’s needs. At one end 
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of this network, producers initiate the flow of goods and services, and 
various intermediaries (e.g., wholesalers and retailers) maintain this flow, 
finally discharging the goods and services for consumption and use. “Effi¬ 
ciency" here refers to the value added to goods and services through the 
performance of marketing activities. Generally speaking, marketing adds 
value to goods by changing their ownership and by changing their time 
and place of consumption. For example, Idaho potatoes at harvest time 
are of less value to the grower than they are three months later (change 
of time) after they have been shipped and received in Pittsburgh (change 
of place), and when they are finally bought by a restaurant owner 
(change of ownership).- Marketing adds value to services (e.g., legal, 
medical, entertainment, and educational services) by performing the serv¬ 
ices involved. A lawyer, for example, applies his specialized knowledge 
and experience in helping clients solve various legal problems, and his fees 
represent value added through performance of legal services. Similarly, 
the retail store that provides'-credit facilities for its customers (making it 
possible for customers to take possession of their purchases now and to 
pay for them later) adds value to the extent that customers take advan¬ 
tage of their credit privileges. Patterns of consumption, then, are deter¬ 
mined both by the structure of the marketing system which is set up to 
carry the flow of goods and services from producers to consumers and 
users, and by the value added to these goods and services through per¬ 
formance of marketing activities. Undoubtedly, this is what Paul M. 
Mazur, a New York investment banker, had in mind when he referred to 
marketing as “the delivery of a standard of living." •* To grasp the full 
significance of Mr, Mazur’s comment, however, we need the further analy- 
.«iis provided in the sections that follow. 


The Standard of Living 

The standard of living refers both to the actual pattern of consumption 
of goods and services and to the manner of living. The structure and effi¬ 
ciency of the marketing system strongly influence the pattern of consump¬ 
tion, but have only a limited influence on the manner of living (i.e., on the 
manner in which goods and services are consumed). Differences in the 
manner of living are caused by such things as family and class traditions, 
educational and cultural influences, and socinl pressures of membership in 

2 To be sure, non-marketing operations also add value to Idaho potatoes. Certainly 
the mature tubers which are dug out of the ground are worth more than the seed 
potatoes put into the ground (value added through planting growing, and harvest¬ 
ing) ; and the restaurant workers, as they scrub, bake, and otherwise prepare this 
food item for diners’ eating pleasure also add value. These, however, are instances 
where value is added to a product by changing its form—in other words, adding 
value by operations more akin to manufacturing than to marketing. 

3P. M. Maiur, “Does Distribution Cost Enough?” Fortune, Vol. XXXVI. No. 5 
(November 1947). p. 138. 
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different groups. Different combinations of such causes result in different 
manners of living, even though the particular goods and services con> 
Burned may be the same. Under one standard of living, for instance, food 
may be prepared expertly and served elegantly (with linen, fine china, 
silver, by candlelight), while under a second standard of living, the same 
food may be poorly prepared and served in a most unattractive mann^ 
(perhaps on a bare table top and dished up in tin plates) * Even though 
the marketing system has only a limited influence over the manner of 
living, marketers must, in making decisions, take into account those socio¬ 
logical and other variables that cause different people to have different 
standards of living. If they are to shape the actual pattern of consumption, 
marketers must take these variables into consideration as they manipulate 
such marketing controllables as price, advertising, and personal selling. 
The end results of such manipulations are reflected in changes in con¬ 
sumption patterns, and, in this way, marketers participate in the delivery 
of a standard of living. 


Economic Determinants of the Standard of Living 

Marketing; of course, is not the sole economic determinant of the standard 
of living. It is, however, one of the triumvirate of important economic 
determinants—^production, purchasing power, and marketing—affecting 
the standard of living. Too often, businessmen and other economic observ¬ 
ers have contended that some one of these three is the key to all problems 
concerning the standard of living. The fact is that any standard of living 
is economically determined by an interaction of production, purchasing 
power, and marketing. Consumption, of course, is limited by production, 
since goods must first be produced before they can be consumed. Similarly, 
consumer purchasing power (combined with the propensity to consume) is 
necessary if production is to be converted into consumption. 

In the past, the conventional way of looking at marketing was to con¬ 
sider it as merely the means through which production and purchasing 
power were converted into consumption. Thus, production and its deriva¬ 
tive, purchasing power, were considered the really important economic 
forces, and marketing was thought of as playing the necessary but second¬ 
ary role of allocating the outputs of the nation’s factories, mines, farms, 
forests, and fisheries to those who consumed these outputs. This view was 
a great deal more valid in the past than it has been for about the last half 
century; to understand why, it is helpful if we review the relative impact 
of production, purchasing power, and marketing in various stages of eco¬ 
nomic development. 

4 This illustration .adapted from: P. H. Nystrom, Beonomie Prineiples of Oontemp- 

tion (New York: Bonald Press, 1929), p. 245. 
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flCONOMIC DEVELOPMENT AND THE STANDARD OP LIVING. Both the Com¬ 
bined and the relative impact of the three main economic-determinants 

•production, purchasing power, and marketing—^vary with the stage of 
a country’s economic development. Take the United States as an example. 
During the early phases of its history, production was cast in the key role. 
In the period of initial colonization, however, production was directed 
mainly to the exploiting of the country’s vast natural resources—fertile 
land, abundant forests, rich mineral deposits, readily accessible water 
power, and the like. Little in the way of manufacturing facilities existed, 
except for occasional water-wheel powered grain mills, back-country 
whisky stills, and other primitive operations. This situation continued 
without much change up to the eve of the American Revolution, when the 
need to supply the revolutionary forces and to partially compensate for 
lost imports gave impetus to the building of manufacturing facilities— 
e.g., gunpowder plants, musket factories, textile mills, and ship-building 
yards. Both before and after the Revolution, and especially with the great 
westward push of the pioneers, there were severe manpower shortages and 
these accounted not only for the introduction and prolonged use of slaves, 
but for the development of production methods capable of turning out 
more goods with less human labor than had ever before been thought pos¬ 
sible. But even though quantities of most goods were usually smaller than 
the quantities that were needed, wages and profits were relatively high, 
and consumer purchasing power rose continually. For these reasons, dis¬ 
posing of the country's output was qot very difficult, and marketing pre¬ 
sented no great problems. 

During most of the nineteenth century and well into the twentieth, mar¬ 
ket demand for most goods was usually far in excess of what the country 
could produce. Successive waves of immigrants arrived and added to this 
strength of market demand, even before they were absorbed into the na¬ 
tion’s labor force. The imbalance of demand with supply was added to 
by the economy’s need to pay off debts to European creditors, debts in¬ 
curred in connection with both the financing of new production facilities 
and the westward frontier expansion. As is still typical in today’s develop¬ 
ing economies (e.g., Colombia, Venezuela, Indonesia, and Ghana), limited 
domestic investment capital was available, and it was necessary to attract 
foreign capital to finance many, if not most, of the nation’s railroads and 
early manufacturing enterprises. Through the mechanisms of international 
trade, the economy paid its installments on these debts at first in the form 
of raw materials (e.g., cotton, tobacco, and lumber) and later in the form 
of exports of manufactured goods. Because the country’s productive ca¬ 
pacity was used not only to supply a fast-growing domestic market but to 
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satisfy claims of foreign creditors, there was almost continuous pressure 
to further expand production. 

Throughout the nineteenth century and into the twentieth, U.S. popula¬ 
tion grew rapidly but remained small relative to industry’s needs for 
labor. This put, as we said earlier, a premium on the devising of ways to 
economize on the use of manpower in production. But, at the same time, 
even though the manpower shortage persisted, the domestic market was 
growing, too, and there were increasing numbers of people with high real 
incomes (i.e., high in terms of actual purchasing power). Since their dollar 
incomes rose faster than prices, most consumers were able to buy more 
and more goods—in other words, consumer purchasing power was still 
risihg. Even though there was still pressure on the country’s productive 
capacity, American production ingenuity was not to be denied, new ways 
were found to step up factory outputs, thus hurrying the day when some 
parts of this productive capacity would eventually exceed market demand. 
But the important point to note here is that real incomes (i.e., actual pur¬ 
chasing power) rose faster than money incomes, thus making possible a 
continued strong upward thrust in the American standard of living. 

After the Civil War, the rise of trade unions and the growth of social 
legislation brought about a reduction in the average work week from as 
much as sixty or seventy hours to forty hours or even less. Working con¬ 
ditions, at the same time, were constantly improving and the general level 
of education was rising. These trends left the worker with an increasing 
amount of leisure time and a far less exhausted body and mind with which 
to enjoy it.° Since workers, along with most everyone else, possessed in¬ 
creasing amounts of purchasing power, they also had the financial means 
with which to buy what we know today as “leisure time” goods and serv¬ 
ices (e.g., hunting and fishing equipment, sporting goods, and movie and 
theater tickets) These trends served, then, to add further strength to 
market demand, but they called for the development and production of 
new products as much as they did for continued expansion in the output 
of established products. Large segments of the American consuming public 
were looking for goods and services with which they could occupy their 
increasing leisure time. They were, in effect, developing new “wants.” 

EVOLUTION OF MARKETING. Nineteenth-century marketing systems de¬ 
veloped almost as by-jiroducts of the systems used for production. The 
main problem continued to be that of producing enough, and the main 
marketing problem remained simply that of moving goods from points of 
production to points of consumption. When markets in and near the in¬ 
dustrial towns could no longer absorb their particular factories’ output, 


Mazur, “Does Distribution Cost Enough?” p. 1C7. 
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“drummers” (i.e., traveling salesmen) were put on the road to obtain 
orders from more distant markets and itinerant peddlers in their horse- 
drawn buggies moved from town to town (buying their stocks in one place 
and selling them in the next). Then, too, wholesale institutions, active in 
towns along the Atlantic Seaboard since colonial times, began appearing 
in inland population centers and, by the end of the Civil War, wholesalers 
were well established in larger towns and cities everywhere. In retailing, 
frontier trading posts gave way first to country general stores and later, 
with the growth of population centers, to more sj)ecialized grocery, hard¬ 
ware, feed and grain, and other retail stores. In the cities, especially after 
the Civil War, department stores opened and the first chain-store systems 
were being organized. To serve the still-large and far-spread farming-and 
ranching population, the first mail-order houses began operations. Manu¬ 
facturers still considered production their main problem, and left practi¬ 
cally all of marketing to the country's wholesalers and retailers. 

By the-early tw'entieth century, however, it was increasingly clear that 
the nation’s network of marketing institutions served as an important 
mechanism by which the products of different industries located in differ¬ 
ent places were exchanged among different market areas. This mechanism 
made possible area specialization of production (e.g., textiles in New Eng¬ 
land, meat-packing in Chicago, citrus growing in Florida and California, 
lumbering in the Pacific Northwest and later, automobile manufacture in 
Detroit, flour-milling in Minneapolis, and shoes in St. Louis) and helped, 
consequently, because of mass production economies, to achieve lower costs 
of production. The same marketing network performed the function of 
making the geographical dispersal of consumption possible. New England¬ 
ers could now enjoy citrus fruit grown in Florida and California, and 
Californians and Floridians could readily buy textiles produced in New 
England. Thus, with the passing of every year, more goods were being 
made available to more people, and the “self-contained, self-sufficient” 
community passed out of existence. With the development of both produc¬ 
tion facilities and marketing outlets from one end of the country to the 
other, wdth each area tending to specialize in producing what it could 
produce best, and with marketing outlets everywhere selling the product 
of all areas, the world was witnessing the birth and growth of the first 
great modern “common market”—i.e., the American common market.® 

® The Roman Empire, of course, provides a well-known example of an ancient "com¬ 
mon market.” Very close commercial relations existed among all the Roman terri¬ 
tories bordering on the Mediterranean Sea. Profeasor Henri Pirenne. for instance, 
in referring to the late third century, notes that “both manufactured and natural 
products were ... extensively dealt in: textiles from Constantinople, Edessn. Antioch, 
and Alexandria; wines, oils and spices from Syria; papyrus from Egypt; wheat from 
Egypt, Africa, and Spain: and wines from Gaul and Italy.” See; H. Piremie, JUedi- 
eral Cfffea (Princeton; Princeton Univewty Press, 1025), Doubleday Anchor Edi¬ 
tion. 2. 
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The maimer in which American marketing evolved was strongly influ¬ 
enced by what has been called the greatest sales promotion (as well as 
political) instrument ever forged—^the revolutionary doctrine that “all 
men are created equal.” ^ Unlike much of Europe and most other parts of 
the world, where elaborate systems of social stratification kept people 
rigidly in their places, the United States early adopted an almost universal 
democracy of the marketplace. Americans, regardless of their social class, 
have not been restricted as to the goods and services they have a “right” 
to consume. What the richest and most aristocratic members of society 
consume, members of lower classes also have the right to consume—or at 
least to want to consume. Not everyone has the money to buy an ocean¬ 
going pleasure craft, but we all have the right to want one. What a wealthy 
woman wears on New York’s Fifth Avenue on Easter Sunday, every work¬ 
ing girl has the right to want and to buy, if not the designer’s “original,” 
then at least an imitator’s copy. This doctrine that everyone is equal, or 
at least starts out equal, has been a prime factor in making mass markets 
for many products possible. And these mass markets, in turn, have made 
mass production also possible. Such democracy in the marketplace has, for 
example, turned the making of golf clubs from a handicraft operation into 
a mass production industry—once the sport of only the “upper crust,” 
golfers today are numbered in the millions. 

Mass markets for most products did not, of course, develop spontane- 
dusly, but were stimulated and, in many cases, even “created” through 
marketing effort. Personal selling, advertising, and other marketing de¬ 
vices have all played important roles. Personal selling’s main role has 
been to effect ownership transfers (through multiple levels of middlemen) 
and to assure that final sales to consumers are consummated; advertising’s 
main role has been to inform the buying public of what is available and 
to motivate them to buy. In moving goods through distribution channels 
(i.e., from producers to consumers) personal selling’s function has been to 
“push” and advertising’s function has been to “pull.” These basic push and 
pull marketing strategies, which are usually used together rather than 
singly, have been backed up by marketing research, product development 
and improvement, pricing, dealer organization and cooperation, and phys¬ 
ical distribution of the goods themselves. And the basic push and pull 
strategies have been supplemented through the evolution and imaginative 
use of such devices as installment credit. When limited consumer purchas¬ 
ing power seemed to block market expansion for such “big ticket” items 
^ automobiles, furniture, and large appliances, installment credit came to 
the rescue and provided consumers with a way to augment their purchas¬ 
ing power by pledging future income. For many people, the size of the 
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“monthly payment” has be<x>me as important a buying consideration as 
the total price. Thus, in the installment credit device, marketing found 
a way around apparently limited purchasing power in the marketplace. 
The “capacity to consume” was there, and roiarketing used installment 
credit to free it. It is possible, then, to develop a mass-market for a prod¬ 
uct, but only if there is the necessary capacity to consume that product, 
and only if marketing effort succeeds in unlocking that capacity. 

Some people contend that business emphasis may shift from the present 
concern with marketing to finding new ways for expanding the capacity to 
consume. Traditional economic thinking has been that human wants are 
insatiable (i.e., that no matter how much people consume, they will always 
want more of something), but recently this thinking has been challenged. 
Professor Galbraith, for one, argues, in effect, that most wants of U.S. 
consumers would have long since been satisfied had it not been for the 
“manufacturing of demand” for each succeeding new product introduced 
to the marketplace and, he argues further, that “the fact that wants can 
be synthesized by advertising, catalyzed by salesmanship, and shaped by 
the discreet manipulations of the persuaders shows that they [that is, the 
wants] are not very urgent.” ® In the past the main problem was to pro¬ 
duce enough to meet the needs of the market, in the present it is to market 
all that can be produced, and in the future it may be to find new ways for 
expanding the capacity to consume. There is no denying the fact that in 
a gradually growing list of industries, the capacity to produce has gotten 
larger than what the market will readily absorb, and more and more 
manufacturers are coming to consider marketing not only a problem for 
middlemen but for manufacturers as well. But this still leaves the inter¬ 
esting question of whether in an increasingly opulent society there might 
be some sort of natural limit on the capacity to consume. Professor Cox 
has, in the following novel way, highlighted the nature of this possible 
business dilemma of the future: ® 

The startling idea that capacity to consume may be a scarce resource has 
even begun to find its way into science fiction, which so often in the past has 
shown us at least the dim outlines of the future. The other day 1 ran across 
a story cast, as so many of these stories are, several hundred years in the 
future. The period is described as coming after the age of plenty. And the 
astonishing thing about the post-plenty era, as the author sees it in his 
imagination, is that its people look back to the age of plenty (toward which 
we strive with such eagerness) as a time of great distress and suffering. What 
they have escaped from, and what by inference we should try to avoid, is 

9 J. K. Oalbraith, Tke A0u0nt Sodety (Boston: Houghton IfiAin, 19S8), pp. 106, 
168. 

0 R. Cox, “The Outlook for Costs Imposed and Values Added by Distribution," in 
Report of the Twentp-Biphth Boston Conference on Dietribution (Boston: Retail 
Trade Board, 1966), p. SOB. 
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a nightmare in which terrific social preraures force consumers to consume and 
consume and consume beyond the limits of human endurance in order to 
keep the wheels of production turning. 

• 

In this story, a great genius finally came along to rescue mankind from its 
awful age of plenty. He reasoned that if mechanizing production had resulted 
in a monstrous outpouring of goods and services too far beyond man’s capac¬ 
ity to consume, the thing to do was to mechanize consumption. So the prob¬ 
lem had been so|ved. One set of mechanical monsters made the goods; 
another set of mechanical monsters consumed them. The economy ran along 
steadily at full employment, and poor humanity could go back to its simple 
business of enjoying life. 

Marketing men have been a little too quick, 1 think, to accept the responsi¬ 
bility set up by this philosophy for keeping consumers hungry and dissatis¬ 
fied in the midst of plenty. There has always been a danger that we might 
fall into the absurd position illustrated by the fable I have just described, 
where our ideas of what the economic process is all about become strangely 
perverted and we really come to believe that the function of the consumer 
is to serve and maintain production rather than the other way around. 

Power of the Consumer 

As a society advances to successively higher stages of economic develop¬ 
ment, the consumer’s function in the economic process becomes increas¬ 
ingly important. In the early phases of economiq development, when 
production is still the main problem, the marketing problem focuses chiefly 
on the physical distribution of goods; consumers, as such, do not present 
much of a problem. But as production capacity catches up with and, in 
some cases, gets to be larger than market demand, increasing attention 
is paid to the power of the consumer. Thus, as an economy of scarcity 
evolves into one of plenty, business shifts its emphasis from production 
problems to marketing problems and, in firm after firm, marketing re¬ 
ceives recognition as the mechanism responsible both for initiating and 
maintaining the flow of income into the business. The flow of business 
income is, of course, the result of the outward flow of goods and services 
from producers to consumers—a flow which marketing also initiates and 
maintains. The consumer becomes a force to be reckoned with—a fact 
obvious to retailers (they deal directly with consumers and obtain all of 
their income from sales made to consumers), less obvious to wholesalers 
(they deal with retailers, not with consumers, but their income depends 
indirectly, though importantly, on consumers’ purchases), and probably 
least obvious to manufacturers, raw materials suppliers, and other pri¬ 
mary producers (who, typically, are furthest removed from direct dealing 
with consumers). Sooner or later, however, all levels of distribution are 
forced to acknowledge that the consumer not only stands at the end of 
the marketing channel, but provides the spark (i.e., by buying) which 
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starts the chain reaction of sales and income all along the marketing chan¬ 
nel. Maiketing industry’s products is no longer just a matter of selling to 
the next distribution level but is, in addition, one of persuading ultimate 
consumers and final users to buy. 

In the economy of plenty, then, the basic business (and marketing) 
problem is one of activating consumers as individuals and as members of 
groups into buyers. Society as a whole becomes more consumption-oriented 
and less production-oriented.^® Traditional attitudes about the virtues of 
production and the natural sinfulness of consumption, rooted in an eco¬ 
nomic philosophy inherited from the age of scarcity, are modified although 
not completely eliminated. Society and businessmen are literally forced to 
recognize that consumer behavior dominates the whole economic process 
(unless consumers buy, goods may back up in the marketing channel, and 
ultimately the wheels of production may stop turning) and, thus, at least 
in the eyes of businessmen, production becomes a little less virtuous and 
consumption a great deal less sinful. 

An economy of plenty can become one of surplus. This has already oc¬ 
curred in some economic sectors of the United States. Greatly improved 
agricultural techniques, for instance, although requiring both less labor 
and less land, have resulted in almost terrifying farm surpluses. Even now 
we are at the place where as a result of technological progress (evidenced, 
in some cases, not only by automated production lines but by almost fully- 
automated factories) more and more people are being released from in¬ 
dustrial production, and a slow transition is going on in converting their 
abilities to use in providing the vast quantity of services that are needed 
for society’s further advancement.'^ More manpower, in other words, is 
being switched from the production of goods to the providing of services, 
which include education, government, recreation, travel, the health serv¬ 
ices, and many others which must usually be rendered by human beings 
rather than by machine.'* Expansion of such services characterizes the 
society which is beginning to turn from conditions of plenty to conditions 
of surpluses. We are not, however, apt to see the day when production 
capacity exceeds the capacity to consume in every line of goods. New 
products will continue to appear, present products will continue to be im¬ 
proved, and marketing ingenuity will go on uncovering and developing 
new markets. But, as Professor Libert warns, 'Hhe progress of industrial 
automation is destined to be delayed unless we can develop the mass mar- 

10 On this point, see: Galbraith, op, eit., Ch. 21. 

11 See: M. Keetnbaum, “Redrewiiiz the Balance," The Saturday Review, January 17, 
1950, p. 26. 

12 We doubt, for inatance, that marketing profeaaora will ever be fully aupplanted iqr 
toa^ing madiinee. So far,-not even the original teaching machine, the book, hat kept 
their number from growing! 
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ketB to absorb this contemplaied mass production.”^ Undoubtedly, we 
will be faard'pressed to find ways to increase consumption of the ou^uts 
of the new automated factories, just as we have be^ in marketing agri¬ 
cultural surpluses in the pwt. Hence, businessmen are very likely to g^ve 
increasing emphasis to finding better solutions to their firms’ marketing 
problems. And they are likely to accord consumer behavior (i.e., buying 
and consuming behavior) ever-increasing recognition as the crucial deter¬ 
minant of economic progress and business success. 

MARKITIN* AS A HIU OP STUDY 

Business, althou^ not yet fully convinced of the value of scientific mar¬ 
keting, has devoted a great deal of time and money to the search for 
universal laws and principles. In an ideal economic society (i.e., in a 
Utopia), it would be possible to ‘‘engineer” consumption just as we have 
been largely able to engineer production—^to the point of day-in, day-out 
predictability. This has not happened. Every one of our so-called market¬ 
ing principles seems to have its exceptions, these in their turn often seem¬ 
ing to be new-found principles. And few, if any, of these so-called prin¬ 
ciples can be applied to all firms, at all times. One wry markets has 
suggested that we do away with the factor that has been frustrating us 
all along. If we are naive enough to bite, he answers “the human factor.” 
The inescapable fact is that the consumer is a human being, capricious 
by nature, and anything but a machine designed to consume the output 
of our factories. While he will permit us to make some generalizations 
about him, it is doubtful whether he will ever allow us any “universal 
truths.” The alert marketer recognizes this. 

APPROACHES TO STUDY OP MARKSTINO 

The study of marketing can be approached through analysis of: (1) the 
marketing of individual products or classes of products, (2) the problems 
and operations of different marketing institutions, (3) the functions, or 
activities, performed in marketing, and (4) the decisions required in car¬ 
rying on the marketing process. Each of these approaches is discussed 

fcN^OW. 

Product Approach 

In applying the product (or commodity) approach to marketing study, 
description and analysis centers on problems encountered in marketing 
particular products—e.g., wheat, leather, textiles, or machine tools, tlie 

IS J. C. Seibert, "Marketing's Bole in Scientific MaaMEement" in B. L. Clewett (Bd.), 
MorMiaS'* in. Seitntifit Mamagcmettt (Chicago: American Marketing Aasoeia* 
tiott, 1M7), p. 2. 
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mBFketwg situation of each product chosen for study is examined from 
such standpoMts as; sources and conditions of suppiy, producers' market¬ 
ing organisations and policies, the different middlemen who take part, in 
distrilniiing the product, and characteristics and extent of the market for 
the product. The product approach, then, gives detailed anal3r8i8 to the 
specific problems met in marketing particular products, and that is its 
great advantage. If, for example, you want to learn a great deal about 
marketing lumber, wheat, textiles, or some other product, the product ap¬ 
proach is a logical way for you to study marketing. However, since the 
orientation of this approach is on produets, it tends to be repetitious and 
time-consuming. Numerous products have to be traced through from 
producer to consumer in order to pick up marketing differences among 
products and, since there are many more similarities than differences in 
marketing most products, continual reference to marketing similarities 
makes this approach repetitious. Certain advanced courses in marketing, 
such as those in industrial marketing, make some use of the product 
approach, and colleges of forestry, agriculture, and fisheries sometimes 
offer specialized marketing courses which feature the product approach. 
Otherwise, however, the product approach sees relatively little use in 
marketing instruction. 


InsfHutional Approach 

The institutional approach concentrates on description and analysis of the 
different institutions engaged in marketing (producers of all kinds, whole¬ 
salers, agents, retailers, and so on) and pays special attention to the 
problms and operations of each type of marketing institution. In apply¬ 
ing the institutional approach, we might, for example, start with the field 
of retailing, consider the nature and significance of retailing in general, 
and then go on to the operations and problems of such institutions as de¬ 
partment stores, supermarkets, mail-order houses, and shopping centers, 
and then perhaps, even more specifically, hardware stores, automobile 
dealers, and college and university book stores. For each of these insti¬ 
tutions, we would seek to explain what marketing work it does and how 
it fits into the over-all marketing system, both with regard to the products 
it handles and the markets it serves. When we finished with the field of 
retailing, we would go on to examine wholesalers and institutions on other 
distribution levels. In other words,' the institutional approach involves 
going through a great deal of detadled information about each of many 
types of institutions, and is usually tedious and repetitious. The institu- 
tutional approach to marketing might be appropriate for a person inter¬ 
ested primarily in supermarket retailing. However, tile limited appeal of 
such specialised courses means that relatively few schools offer them, 
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althou^ colleges of phannacy, for example, do occasionally have a course 
in drug store retailing and trade associations sometimes arrange for '^short 
courses” utilizing the institutional approach (e.g., both the American As^ 
sociation of Nurserymen and the Florists’ Telegraph Delivery Association 
have for some years offered such courses for their members). Modified 
versions of the institutional approach are sometimes used in advanced 
marketing courses, namely those in retailing and wholesaling. 

Functhnal Approtieh ^ 

The functional approach breaks down the field of marketing into the 
functions (i.e., the activities) which are necessarily performed in doing 
marketing work. These include, among others, such functions as buying, 
selling, storage, and transportation. In applying the functional approach, 
each function is analyzed relative to the importance of its performance in 
the marketing of different products, and according to the nature of its 
performance by different marketing institutions. Thus, for example, we 
might study the selling function in relation to the importance of its per¬ 
formance in the marketing of large appliances (i.e., stoves, refrigerators, 
etc.) and also as to how it is performed by each of the different institutions 
(manufacturer, wholesalers, and retailers) engaged in marketing large 
appliances. The functional approach developed at a later date than the 
product and institutional approaches and, since marketing involves a 
smaller jnumber of functions than it does either products or institutions, 
the functional approach has two great merits: conservation of time, and 
avoidance of much repetition. By carefully investigating each of the func¬ 
tions performed in marketing and by analyzing the problems met in per¬ 
forming each, it is possible to gain an understanding of marketing. Most 
collegiate marketing courses make considerable use of the functional ap¬ 
proach, though few, if any, rely on it exclusively. 

Ih« D0eision’Making Approach 

The approach we have used in this book is the decision-making, or man¬ 
agement, approach, which combines eertain features of the other three 
approaches and seeks to relate them from the decision-maker’s viewpoint. 
Thus, we begin, in Chapter 2, with an analysis of two essential concepts— 
the product and the market (marketing is impossible without both prod¬ 
ucts and markets), and here we will be using a modified version of the 
product approach. We follow, in Chapter 3, with an analysis of the mar¬ 
keting process and the functions performed during its Various phases. 
(Notice that here we will be using the functional approach.) Next, in 
Chapters 4 and 5, we examine the channels through which products move 
to nmikets, and the institutions performing the marketing functions which 
result in the, matching of products with markets, and in ownership, trans- 
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fers. (Notice tliat this represents application of the institutional ap¬ 
proach.) Thus, by the time \vc come to the end of Part One, we will have 
used all three of the older approaches—product, functional, and institu¬ 
tional—in laying the foundation for our further analysis of marketing 
through continued application of the decision-making approach. 

Before we go on to explain the logic of the sequence with which we 
apply the decision-making approach in the rest of this book, we must 
further clarify what we mean by “uncontrollables” and "controllables.” 
We give the name “uncontrollables" to the continually interacting eco¬ 
nomic, sociological, psychological, and political forces which are the basic 
causes of market changes, but which cannot be appreciably influenced by 
the decisions and actions of any individual business firm. We use the term 
“controllables” to mean those marketing forces that individual firms put 
in motion as they make continual adjustments in prices, products, adver¬ 
tising, personal selling, and so on. Both the uncontrollables and the con¬ 
trollables ai^e of great importace to the marketing decision-maker. The 
uncontrollables cause marketing opportunities to exist and set the limits 
within which decision-makers may apply the controllables in their efforts 
to capitalize on marketing opportunities. 

So, in continuing our application of the decision-making approach, in 
Part Two we survey and analyze the uncontrollables, which collectively 
make up the environment within which marketing management must make 
decisions on the controllables. Then, since decisions are the means of re¬ 
lating controllables to uncontrollables, we analyze in Part Three the nature 
of the decision-making process in marketing, paying special attention to 
such fundamentals as the identification and diagnosis of marketing prob¬ 
lems, the collection and interpretation of marketing information, and the 
measurement of markets and the forecasting of sales. Our discussion and 
analysis in Part Four focuses specifically on the controllables which are, 
after all, the “areas of marketing decision”—i.e., the factors which mar¬ 
keting management has the power to make decisions on, as it seeks to 
adjust the firm’s resources to the environment composed of uncontrol¬ 
lables. The areas of decision include such important controllables as: the 
marketing organization, the product, distribution policies and physical 
distribution, pricing, advertising, and personal selling. 

Thus, after the basic introduction provided in Part One, we go on in 
Part Two to analyze the uncontrollables (i.e., the marketing environment), 
in Pari^ Three to consider how marketing decisions are and should be made, 
and in Part Four to examine in detail the problems of making decisions 
on the marketing controllables. 



18 SOME BASIC CONCEPTS 


QfNisrioNS And moiiims 

1. Explain and contrast the terms in each of the following pairs: 

a. marketing and production 

b. standard of living and manner of living 

c. purchasing power and real income 

d. “push’' marketing strategy and '^pull” marketing strategy 

e. marketing controilables and marketing uncontrollables 

2. Henry Ford, pioneer automobile manufacturer, once said “the 
consumer can choose any color he wants, so long as it’s black.” 
Contrast this statement with the modern philosophy of mar¬ 
keting and production. 

3. “He who builds a better mousetrap will find the world beating 
a path to his door.” How much truth is there in this age-old 
saying? Has it ever been true? 

4. Economists often define production as “the creation of any 
good or service that people are willing to pay for.” Compare 
this definition with the concept of production held by busi¬ 
nessmen (and by most business students). According to this 
definition, can marketing be considered a form of production 
or not? Why? 

6. It is a fact that every year total sales in this country exceed 
the total purchases of goods and services by consumers. What 
reasons might you advance to explain this? 

6. Someone has said that “marketing both begins and ends with 
the consumer.” Explain. 

7. How does marketing add value to goods? Give a few ex¬ 
amples. 

8. Suppose that the government of one of the developing nations 
(e.g., Peru or Ecuador) employed you as a marketing con¬ 
sultant and gave you the assignment of “making recommen¬ 
dations conducive to raising the standard of living of the 
inhabitants.” How might you go about carrying out this 
assignment? 

9. Explain how consumption is affected by production, purchas¬ 
ing power, and marketing. 

10. Why has the “self-contained, self-suflBcient” community 
passed out of existence in this country? 

11. Comment on the extent to which “democracy in the market¬ 
place” has been a factor in developing mass markets for each 
of the following products: sports cars, television receivers, 
air travel, extension telephones. 

12. What does leisure time have to do with marketing? 
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13. “If advertising, salesmen, and other forms of marketing effort, 
had just not been so persistent, American consumers would 
have long ago been satisfied with theit lots.” Do you agree? 
Why or why not? 

14. One recent visitor to the U.S.S.R. reported that “there are 
really no salesmen in Russia, and the closest thing to a Madi¬ 
son Avenue type is a tx>lkach (pusher), a charmer whose 
persuasive skills are applied to buying, not selling.” Assum¬ 
ing that this report is true, how might you explain it? 

16. What part, if any, has installment credit played in raising 
the American standard of living? 

16. Employment figures show that the number of people em¬ 
ployed in marketing has been increasing more rapidly than 
the number working in production. Wliat are the main reasons 
for this? 

17. Many marketers contend that “the solution to every market¬ 
ing problem lies with the consumer.” Is this contention valid? 
Why or why not? 

18. “There is a natural limit on the capacity to consume and that 
is why we have agricultural surpluses in this country.” Do 
you agree or disagree? Why? 

19. “In a developing economy, it is patently more blessed to pro¬ 
duce than to consume.” Discuss. 

20. What reasons are there for believing that marketing will be 
of increasing importance in the future? 

21. Defending your answer in each instance, which approach to 
marketing study would you t^e in preparing a term paper 
on each of the following topics? 

a. Expanding the market for room air-conditioners 

b. Reducing the costs of marketing 

c. Marketing Arizona-grown lettuce 

d. The future of the grocery wholesaler 

e. Marketing drug products through supermarkets 
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ESSENTIALS: 

MARKETS 

AND 

PRODUCTS 

2 


Our main purpose in this chapter is to examine markets 
and products, the two essentials of marketing, in consid¬ 
erable detail. Earlier, you will recall, we defined market¬ 
ing as “the business process by which goods and services 
are brought into contact with markets and through which 
transfers of ownership are effected.” Note that there are 
two essentials in marketing: (1) markets, and (2) prod¬ 
ucts (i.e., ^ods and services). Without these two essen¬ 
tials, there can be no marketing. Note, too, that no tratisfer 
of ownership can take place unless there is both a market 
and a product. Markets and products are the twin foun¬ 
dations on which all marketing study is based. Thus, it is 
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appropriate that here, early in the book, we analyze and further define 
the market and product concepts. The intention is to provide the reader 
with a set of ideas about markets and products which should prove help¬ 
ful later when we discuss marketing functions, marketing institutions, the 
forces affecting marketing, marketing decision-making, and marketing 
management. 

MARKETS AND MARKET SEGMENTATION 

Depending on the way it is used, the term “market'’ has several different 
meanings. The American Marketing Association, through its definitions 
committee, suggests two; ^ 

1. The aggregate of forces or conditions within which buyers and sellers 
make decisions that result in the transfer of goods and services. 

2. The aggregate demand of the potential buyers of a commodity or service. 

In an earlier report, this committee suggested two additional meanings: - 

3. The place or area in which buyers and sellers function. 

4. (As a verb) To perform bu.siness activities which direct the flow of goods 
and services from producer to consumer or user. 

According to the first definition, markets are made up of people who 
buy and sell. The second definition highlights the notion that the market 
for a product also represents the demand for that product. The third car¬ 
ries the sense that a market is a place where goo^s change hands, the 
fourth defining market as an activity. In this chapter, we will, for the 
most part, use the term “market” in the sense of the second definition— 
i.e., as it consists of the aggregate demand of the potential buyers of a 
commodity or service. We must, however, amplify this definition a bit to 
fit the needs of our discussion. An aggregate demand is a composite of the 
individual demands of all the potential buyers of a product. But an aggre¬ 
gate demand, or total market, may also consist of the .sum of the demands 
of different segments of the market, each market segment made up of a 
group of buyers, or buying units, w'ho share qualities that render the seg¬ 
ment distinct and make it of significance to marketing. Thus, in the 
second definition, a market is not only an aggregate demand for a product 
but consists of the sum of the demands of different market segments. 
According to the original definition, aggregate demand represents the total 
of the demands of all potential buyers. This definition is now modified so 

1 Committee on Definitions, Mmrketinif Defimitiont (Chicago: American Marketing 

Adsociation, 1060), p. 15. 

2 “Report of the Definitions Committee of the American Marketing AiUKM’iation,'* 

The Journal of Marketing. Vol. XIII, Ko. ‘J (October 1048). pp. 202ff. 
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that certain subtotals of demand, each representing the demand sum of 
a given market segment, are added together and then considered collec¬ 
tively as the market 

The following discussion is concerned with this market segmentation. 
Instead of examining the characteristics of potential buyers as individuals, 
we will examine them as members of groups. In other words, a group of 
individual potential buyers, all of whom possess common characteristics 
of distinctive significance to marketing, is a market segment. The sum of 
all such market segments is known as the market. Businessmen often say 
“market” when they really mean “market segment.” In our discussion, “a 
market” means a market segment, “the market” meaning the total or 
whole market. 

The existence of a group of individuals with common characteristics 
does not in itself constitute a market segment. Only when they have com¬ 
mon characteristics as consumers can they be thought of as a market seg¬ 
ment. Teenagers, for example, have long been considered a distinct part 
of the general population, but only recently have they taken on the char¬ 
acteristics of a distinct market segment. There was a time when the typical 
teenager received little or no spending allowance and had very little influ¬ 
ence on the spending done on his behalf. As most teenagers can testify, 
a different set of circumstances exists today. The teenager now has niuch 
more spending money, not only from a more generous allowance but often 
supplemented by other sources of income, and he exerts a strong influence 
over the pattern of spending done by others on his behalf. To the extent 
that teenagers as consumers act differently than do other age groups, there 
is a teenage market. The distinctive marketing characteristics of such a 
market segment make it profitable for the marketer to adapt his product 
and marketing program to meet the needs of each segment. Thus, the 
marketer is well-advised to distinguish the different market segments 
which make up the total market for his product. 

The broadest market division is that which separates the consumer 
market from the industrial market. This division, so broad that each part 
is too extensive to be properly considered as a market segment, separates 
potential buyers into two categories—ultimate consumers and industrial 
users. An ultimate consumer buys either for his own or for his family’s 
personal consumption. An industrial user buys to further the production 
of other goods and services. 

There are important differences between ultimate consumers and indus¬ 
trial users, their ways and means of purchasing differing considerably 
Ultimate consumers buy in much smaller quantities and generally for con¬ 
sumption over much shorter time periods than do industrial buyers. More 
important is the fact that ultimate consumers are not usually as systematic 
in their buying as are industrial users. Some industrial users are business 
raterprises which exist to make profits, this encouraging them to adopt 
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systematic purchasing procedures. Other industrial users are non-profit 
institutions (e.g., governmental agencies, schools, and hospitals) whose 
operations are audited and reviewed by outside authorities, which condi¬ 
tion also is conducive to the adoption of systematic purchasing procedures. 
Similarly, ultimate consumers spend only part of their time buying, 
whereas the industrial user, an organization of some size, employs profes¬ 
sionals who devote all of their time and effort to purchasing. Furthermore, 
the ultimate consumer spreads all his buying skill over a wide range of 
goods and services, whereas the professional tends to specialize and, there¬ 
fore, has more opportunity to perfect his purchasing skills. These are only 
a few of the many differences between ultimate consumers and industrial 
users. They should, however, illustrate the point that marketers must use 
significantly different approaches in marketing goods to each of the two 
broad classifications of markets. 


Ultimate Consumers 

Inasmuch as every individual may be classified as an ultimate consumer, 
there were approximately 150,000,000 consumers in the United States in 
1960. In 1960, there were 180,000,000 people in the United States, or 
30,000,000 more consumers, and it is estimated that the population will 
grow to 220,000,000 by 1975. Even the marketer who just manages to 
maintain his share of the market will be able to expect an increasing 
volume of business assuming, of course, that he can adapt his product and 
marketing techniques to the changing requirements of the consumer mar¬ 
ket. 

For purposes of analyzing the consumer market, the household is a 
more significant analytical unit than the individual. There is a difference 
between a household and a family. A household includes all persons occu¬ 
pying a house, an apartment, or other group of rooms, or a room regarded 
as a dweiing unit. Therefore, any occupied dwelling unit is considered a 
household. In contrast, a family, according to the definition of the Census 
Bureau, is made up of a group of two or more persons related by blood, 
marriage, or adoption and residing together. Thus, all families are also 
households, but not all households are families. Although it is true that 
individuals do the consuming, most of their purchases are not made for 
their own persona} consumption, but for the households of which they are 
members. Other purchases are jointly made by two or more persons who 
make up a household. Still other purchases are of goods which are con¬ 
sumed by all members of the household—as is the case with such house¬ 
hold appliances as refrigerators, electric and gas ranges, and automatic 
dishwashers. More than one member of a household may have an income, 
but the usual situation is that all or part of these incomes are pooled for 
spending purposes. In addition, household members who do not have in¬ 
comes still assist in spending the household income. 
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As explained above, then, in appraising the market for many consumer 
products, the total number of households is more significant than the total 
population. In 1956, there were 49,140,000 households in the United States, 
each spending an average of $4,100, excluding expenditures for educational 
and philanthropic purposes, gifts, vacations, or capital outlays.* 

BASES FOB DIVIDING MARKETS INTO SEGMENTS. Most major market seg¬ 
ments result from groupings based on income, age, degree of urbanization, 
geographic location, or education. These groupings do not represent all the 
possible ways in which markets can be divided for analysis. Other such 
schemes are introduced and analyzed in later chapters. Social class seg¬ 
mentation, for example, is treated in Chapter 9, “Sociological Factors 
Affecting Consumer Demand.” In addition, some market segments may be 
further broken down into sub-segments by cross-classifying the grouping 
of market segments in terms of a different grouping system. The following 
table, for instance, shows how an analyst might break down income mar¬ 
ket segments into sub-segments according to the ages of income recipients, 
each box representing such a sub-segment. The box marked “X,” then, 
would represent those persons with incomes of $7,500 and over who were 
in the 18-24 age group. 


Affc Group 

Under 

$3fi00 

Incom 

tSfiOO- 

urn 

p. Group 

$6fi00- 

rtfidO 
tfr Over 

18-24 




X 

25-34 





35-44 





45-54 




s 

55 & Over 






INCOME MARKET SEGMENTS. Because income is the main source of con¬ 
sumer purchasing power, market segmentation based on income is en¬ 
tirely logical. An individual's income, in most cases, limits not only how 
much he can buy but what specific products and services he buys. The 


* s Life m^azine conducted an exhaustive survey of cononmer spending in 1956, collect¬ 
ing detailed expenditures on all goods and services from a nationwide probability 
sample of 10,243 households. The results represent a unique contribution in terms of 
marketing data. The only similar study made previously was n Department of Labor 
.Statistics study of urban markets only, and shortage of funds prevented procesnng 
publishii^ of the findings while the information was up-to-date. Because of the 
wealth of new data unearthed by the lAfe study, it has been used as an important 
source of data for this chapter. 
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person with a low income, for example, is often so hard-pressed to pay for 
such necessities as food, clothing, and shelter that he cannot afiford to buy 
tickets for the opera and contents himself instead with attendance at the 
neighborhood theater. Similarly, persons with relatively low incomes who 
buy new homes are much more likely, because of financial pressures, to 
plant their own trees and shrubs than they are to employ the services of 
landscape gardeners. Whereas low incomes result in highly restricted con¬ 
sumption, the only limit to consumption at the upper end of the scale is 
the availability of goods and services. For incomes between the two ex¬ 
tremes, patterns of buying and consumption vary considerably from one 
income step to the next. 

In delineating income market segments, we must arbitrarily set dividing 
lines between different income levels. If we set a 15,000-16,999 income 
market segment, a person with a $4,999 incoipe will fall into the next 
lower market segment, even though he may share certain consumer char¬ 
acteristics with the person who has a $5,000 income. But in spite of this 
limitation, there is considerable advantage in classifying consumers ac¬ 
cording to their income, for in no other way can we derive a usable meas¬ 
ure of buying power, which is, as we mentioned earlier, ultimately based 
on income. Table 2.1 shows the distribution of income among United States 
households in 1956. More households were earning between $5,000 and 
$6,999 than any other range of income, and more than two-thirds, 68 per 
cent, earned more than $3,000. 


ToM* 2.1 

Pr«>Tax Annual Ineoma par Amarican Houiaheld in 1956 

Annual Income Bejore Taxen % of Tatnl Households 


Under S2,000 

18% 

2,000-2,999 

14 

3,000-3,999 

15 

4,000-4,999 

19 

5,000-6,999 

20 

7,000-9,996 

9 

10,000 and over 

5 


100 % 

Source: Lift Stuig of Oottnmor Bxptnditwf, Vol. 1, 1957. 


Table 2.2, which divides America’s households into three income seg¬ 
ments, each with approximately the same number of households, reveals 
that the top segment (incomes of $5,000 and over) accounts for nearly 
half of all spending. The middle segment, covering incomes of $3,000 to 
$5,0(X), accounted for 34 per cent of all spending, the lower segment (in¬ 
comes under $3,000) for a little less than one-fifth. Upper income house¬ 
holds accotmi for disproportionately large shares of total spending relative 
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to their numbers, and this is especially apparmt with rcMpeet to the fol* 
lowing categories of goods and services: home fumishii^SB, equipnent, mid 
appliances; alcoholic beverages; automotive; recreation; and clothipg. By 
contrast, such disproportionality, while still present, is not aei^ so 
marked in the food and tobacco categories.^ 


T«Me 24 

ParetnMs* OlvisiM of Totol Spoodl ws 
Amoim U.S. HousolioMt of VarieiM iooomoa, IflA 

HmmkM Ine^me Bs/or# roses 
iSfiOO 

Under to tSifiOO 
SS,000 UfiOO or more 


Per Cent of UJ9. Households 

32% 

34% 

34% 

Total Expenditures 

19 

34 

47 

Food, Beverages, Tobacco 

it 

SS 

43 

Food 

32 

3B 

43 

Alcoholic Beverages 

20 

30 

60 

Tobacco 

22 

36 

42 

Clothing, Accessories 

17 

36 

48 

Home Operation, Improvement 

18 

35 

47 

Home Furnishings, l^uipment, Appliances 

17 

32 

6l 

Medical, Personal Care 

21 

33 

46 

Automotive 

16 

34 

50 

Recreation 

17 

34 

46 

Other* 

16 

33 

51 


* IneladM life inaitrsaee premiumB end non medical profeaBioBal aervieea. 

Sovree: Derived trom date eoatained in Lift Stvdv of Contumer Mlxi>tnditurt», VoL 1, 
1987. Also aee R. H. Oitlieiiner, "Who Buys Whatt Life’s Study el Consuoier Xzpendi' 
turea," Tkt /onnurf of Mtrkttmg (January 1958), p. 266. 


Although households have different amounts of money available for 
spending, there is remarkable conformity in spending patterns among 
households in different income groups. By spending pattern, we mean the 
percentage division of a household’s total expenditures into spmiding itx 
«>ach major category of goods and services. The lAfe Study of Consumer 
Bxpenditwres showed that, with the exception of spending on food, house* 
holds in different income groups spend about the same percentages-ior each 
eatery of goods and services. Households with under $4,0(X) in annual 
income spend around one*third of the total for food, while those with over 
17,000 in inernoe spend only one*fourth of the total for food. But in buying 
goods and servioeB in other major categories, all hous^olds, rt^mdlM of 
their incosse class, allocate nearly the same proportiomi of th^ 'total 

4B. H. OaUtsimer, '"Wlio Boyi Wluit? Life’s Stady td Coanimer 
The deurmel of MerheHme (Jaasary 1S5S), p. 296. 
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budgets.* Table 2.3 shows how the avera^ U.8. household, which had total 
expenditures of $4,110 in 1956, divided its expenditures among different 
categories of goods and services. However, similarity in spending patterns 
as measured by the shares of the budget allotted to major categories does 
not mean that all househ'ilds are equally good market prospects. House¬ 
holds in the $3,000-13,999 and $7,000-19,999 annual income brackets, for 
instance, both devoted 5 per cent of their total expenditures, i.e., the iden¬ 
tical percentage allocation made by the average U.S. household, to pur¬ 
chases of recreation and recreation equipment. But the household in the 
$3,000-$3,999 income group spent only $192 on these items, while the 


T«M« 2.1 

H»w fh* U.S. HouMhold Divided Ni DeiUn 

For CoRtumer Geedi and Sarvieai in I9SS 


Expenditure Category 

9 Spent 

Expenditure at 
a% of Total 
Spending 

Food 

$1,036 

25% 

Home Operation & Improvement 

763 

19 

Automotive 

591 

14 

Clothing 

494 

12 

Home Furnishing Equipment 

346 

9 

Medical, Personal Care 

222 

5 

Recreation 

215 

5 

Tobacco 

121 

3 

Alcoholic Beverages 

46 

1 

Miscellaneous 

276 

7 


Scarce; Lift Study of Cououmtr Expenditure*, Vol. 1, 1057 


household in the $7,000-$0,999 income group was spending $322. This 
indicates, then, that higher-income households represent much better mar¬ 
ket prospects for recreation and recreation equipment than do households 
with lower incomes. 

Current data on the incomes of different market segments is very help¬ 
ful to the marketer who wishes to estimate the number of potential cus¬ 
tomers who can afford to buy his products. When these data are related 
to spending patterns, such as those uncovered by the Life study, the mar¬ 
keter is able to differentiate more clearly among income market segments. 
If he is planning marketing strategy for a line of golfing equipment, for 
instance, he very definitely would promote higher-priced clubs more in¬ 
tensively to the $7,000-$9,999 income group than to the $3,000-$3,999 in¬ 
come group. Furthermore, as we will see in a later chapter, there is a 
tendency for Amer ican hous^olds to move into progressively higher in- 


s/Md. 
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come groups which, in turn, makes these groups increasingly important as 
targets for marketing effort. Thus, in planning and implementing market¬ 
ing strategy, it helps to be aware of income and spending patterns. 

AGE MABKET SEGMENTS. When market segments are set up in terms of 
chronological age, the total population is separated into such groups as 
children, teenagers, adults, and the aged. 

The children’s and infants’ market segment has long been recognised as 
a distinct grouping of consumers. Many products are designed specifically 
for this market segment, including not only clothing and toys but such 
items as scaled-down furniture and specially-prepared foods and bever¬ 
ages. The marketing problems presented by this segment are unique be¬ 
cause the child, who actually uses or consumes the product, is seldom the 
one who does the buying. Marketers, however, realize that children can 
influence buying decisions, this influence increasing with the age of tht^ 
child, and advertisers have demonstrated that appeals directed even to 
very young children cause them to bring strong buying pressure to bear 
on their parents. For instance, witness the television programs for children 
on which the commercials are directed specifically to children. The con¬ 
tinued use of such programs and commercials by advertisers is some 
evidence of their effectiveness. 

Recognition that teenagers constitute a separate market segment has 
come only fairly recently. For many years, marketers classified teenagers 
either as children or as adults, using some age, such as 15 or 16, as the 
dividing line. By the early 1960’s, however, it was a rare marketer that 
did not realize that teenagers were a distinct market segment. Being 
neither children nor adults, teenagers are a distinct social as well as age 
grouping. They have their own social rules and, what is most significant to 
marketers, their own patterns of buying behavior and product and brand 
preferences. Furthermore, teenage social groups exert strong influences on 
individual buying decisions. Addressing themselves to the special qualities 
of this segment, marketers have, for example, designed typewriters espe¬ 
cially for high school and college use and compounded beauty preparations 
specifically for adolescent complexions. Marketers have also advertised 
directly to teenagers using copy and commercials phrased in the teenagers’ 
own language. Among the companies which have approached the teenage 
market segment in this way are Coca-Cola, Remington Arms, Eastman 
Kodak, and John H. Breck (Shampoos).® 

Marketers still do not fully recognize the existence of a “senior citizen” 
or “oldster” market segment. As the average life span has increased, .the 

CFor an interesting description and analysis of the teenage market segment, see: 

B. Oilbert, Advertiaittg and Marketing to Young People (PleasantTille, N.Y.: Print¬ 
ers'Ink Books, 1957). 



MARKETING ESSENTIALS: MARKETS AND PRODUCTS 29 

size of this segment has expanded greatly. There has also been significant 
growth in the importance of this market segment relative to others. Popu¬ 
lation statistics show that persons in the over-65 age group in 1940 were 
only 6.9 per cent of the total; in 1950 they were 8.2 per cent; and in 1960 
nearly 8.7 per cent. By 1950 about 21.8 million people, or 9.5 per cent of 
the population, will be in the over-65 group.^ With the almost complete 
disappearance of large multi-generation families and with the greater 
degrees of financial independence made possible by social security and 
company retirement plans, more and more older people are maintaining 
their own households. Although there is little doubt that these households 
make up a separate market segment, many aging people do not want to 
be identified as “old and apart.” Housing developers have discovered that 
many aging people prefer to live in “mixed-age communities” rather than 
in planned “retirement communities.” Clothing designers also are learning 
that there is only a small demand for separately identifiable old people’s 
styles. But marketing men should recognize that aging people, although 
they will reject anything that is clearly “old and apart,” do, in the very 
nature of their needs, constitute a distinct market segment. In housing, 
for example, not only are their space requirements minimal, but the prices 
they can pay are often limited by the size of their retirement incomes. 
Recognizing this, many alert home builders have begun to include several 
smaller retirement homes, although not labeled as such, in housing devel¬ 
opments built primarily for younger families. 

Market segmentation by stage in the life cycle, a concept developed by 
the Survey Research Center of the University of Michigan, classifies 
households according to the age of the household head, marital status, and 
the presence or absence of children. Households in the first stage are those 
in which there are no children and the household head is under the age 
of 40, married or unmarried. The second stage households include young 
children with or without older children. The third stage households in¬ 
clude older children but no young children, and the fourth stage house¬ 
holds are ones with heads aged 40 or older who are married but who have 
no children under the age of 20 residing in the household. In households 
of the fifth and final stage, there are no children and the household head 
is single and aged 40 years or older. 

Consumers have different needs at varying stages in the life cycle. 
Newly married couples, for example, are especially large buyers of furni¬ 
ture and household goods. Families with young children are very good 
customers for labor-saving appliances. Families with teenage daughters 
spend sizable sums on girls’ and women’s clothing. Table 2.4 shows how 
expenditures on selected items vary with the stage in the life cycle. 


7“Ae Population Keeps Climbing,” 1/.S. New$ d World Report, Jan. 2, 1959, p. 55. 
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T«M« 2.4 

Av«r«f« AnniNil ExpcndHurM par Heindiold 
on Soio^od IfoflM by Sftfo in tbn Ufo Cyelo 




No 

1 

1 

1 




Children 

Children 

No Children 



Single or 



Married 

Single 


All 

Married 



Head 

Head 


House- 

Head 

Under 

10-19 

40 or 

40 or 


holds 

under 

10 

only 

over 

over 

Total Expenditures 

<4,110 

<4332 

<4,607 

<4381 

<3,639 

<2,360 

Prepared mixes 

5 

3 

6 

5 

4 

2 

Major Appliances 
Household waxes, 

84 

87 

107 

89 

68 

33 

Polishes, Gleaners 
Women’s and Girls’ 

6 

4 

7 

5 

5 

2 

Clothing 

210 

236 

196 

298 

195 

168 


Senree: Onto ibled from Lift Study •/ Otntumtr XtptndUurtt, Vol. 1, 1957. 


MARKET SEGMENTS ACCORDING TO DEGREE OF VRBANIZA'nON. Table 2.5 

shows that suburban households represent a proportionally richer market 
segment than do either urban or rural households. In this instance, rural 
households include both farm households and households in towns and vil¬ 
lages of less than 2,500 population. Suburban households are located in 
metropolitan areas outside the corporate limits of large cities. Although 
there is only a Mnall difference in total per household spending among 
households in these three groups, there are considerable differences in 
spending for individual products. For instance, suburbanites were respon¬ 
sible for only 31 per cent of total consumer expenditures in 1956, but 
accounted for 47 per cent of total spending on removable floor eoverings 
and 45 per cent of the total spent on sporting goods. At the same time, 
however, farmers made only 20 per cent of all consumer expenditures but 
accounted for a disproportionately large share (30 per cent) of total spend- 


T«W« 2.S 

Number of U.S. Hou>*holcfi and Expandihirai 
pur HeuMheld in 1956 by Leeatien of Rutidunea 



Number of 
Households 

{Percentage) 

1966 

Expenditures 

{Percentage) 

US. Total 

49,140,000 

100% 

<200 billion 

100% 

Farm 

12,410,000 

25 

40 billion 

20 

Suburban 

13,180,000 

27 

63 billicA 

31 

Urban 

23350.000 

48 

97 billion 

49 


Sottiroa: Anambled and computed from data contained in Lift SUtAy vf Ounturnttr Rupandt- 
tmrtt, Vol. 1, 1957. 
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lor guoline and oil.® The rich suburban jnaiicet for removable floor 
eovenQi^ and-Bporting goods^traces directly to the characteristically higher 
iiuximee enjoyed by suburban households. Farmers, in contrast, spend 
more frar gasoline and oil, not because of the rise of their incomes, but 
because of their relative remoteness and the increasing use being made of 
mechanised farm equipment. 

GIXXBAPBICAL MARKET SEGMENTS. Within different parts of the United 
States, there are sufficient variations in consumption patterns to justify 
geographical market segmentation. These variations are the result of dif¬ 
fering cultural heritages, topography, and climates, and have significant 
implications for the marketers of some products. Furniture manufacturers, 
for example, find that consumer style preferences vary considerably among 
different geographic sections. The southern consumer shows a much 
stronger preference for traditionally styled furniture than does the Mid- 
westerner. Similarly, many a far western consumer has a noticeably strong 
preference for furniture styles which show certain oriental influences. 
Other examples of distinctive regional preference are to be found in food, 
clothing, floor coverings, paint, and housing. Differences in climate also 
make for geographic market segmentation. For instance, areas with very 
hot summers are much better markets for home and automobile air con¬ 
ditioners. Similarly, those areas which have considerable winter snow are 
the most fertile sales areas for winter sports equipment. 

Even more important to the marketer than regional variations in culture 
and climate are the regional variations in income. Table 2.6 shows the 
changes in total per capita income, by states and regions for selected 
years, 1929 through 1957. Despite the substantial gains made by the 
Southeast and Southwest in per capita income during the twenty year 
period, the Mideast and Great Lakes regions are still far richer markets. 
To the soap manufacturer, these income differentials are of small impor¬ 
tance, but to the automatic dishwasher manufacturer, the higher income 
regions are much riper selling areas. In analyzing the per capita incomes 
of different regions, we must remember that inter-regional variations in 
income are not usually as great as the difference between urban and rural 
incomes within a single region. Hence, because Birmingham, Alabama and 
Cincinnati, Ohio are both large cities, the income of a person who lives in 
Birmingham is closer to that of the resident of Cincinnati than it is of an 
Alabama farmer.® 


s Ostheimer, op. etf., pp. 268-9. 

• For 1989, per capita income waa estimated at $1,751 for Birmingham and $2^21 
for Cincinnati, compared to the estimate of $988 per capita income in predominantly 
rural Fayette Connty, Alabama. "Survey of Buying Power," So/e* Menoyemeet, July 
10, 1960. 
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Stoic and Region 


Continental United States 
New England 
Maine 

New Hampshire 
Vermont 
Massachusetts 
Rhode Island 
Connecticut 
Mideast 
New York 
New Jersey 
Pennsylvania 
Delaware 
Maryland 

District of Columbia 
Great Lakes 
Michigan 
Ohio 
Indiana 
Illinois 
Wisconsin 
Plains 
Minnesota 
Iowa 
Missouri 
North Dakota 
South Dakota 
Nebraska 
Kansas 
Southeast 
Virginia 
West Virginia 
Kentucky 
Tennessee 
North Carolina 
South Carolina 
Georgia 
Florida 
Alabama 
Mississippi 
Louisiana 
Ariiansas 
Southwest 
Oklahoma 
Texas 

i New Mexico 


Table 2.« 

Chanqss In Total Por Capita Parsenat Ineoma, 
^ Stato and Rogient, Salactad Yaara. l929o57 


Total Personal Income 


Percent increase 


Percent of 

continental United Slates 

19S9 1940 1960 1967 1967 1987 1967 


100.00 

100.00 

100.00 

100.00 

303 


5 

8.32 

8.15 

6.73 

627 

218 

49 

5 

.56 

27 

.48 

.45 

227 

44 

3 

.38 

26 

21 

21 

231 

52 

6 

26 

23 

20 

.18 

178 

40 

4 

4M 

4.32 

3.45 

329 

194 

46 

6 


.68 

27 

20 

188 

33 

1 

1.92 

129 

1.72 

124 

287 

65 

6 

32.06 

3020 

2626 

25.46 

220 

48 

5 

16.47 

14.92 

12.43 

1126 

190 

46 

5 

423 

4.37 

326 

4.07 

279 

62 

6 

8.79 

8.17 

720 

6.76 

210 

42 

5 

.28 

.34 

.31 

25 

400 

74 

1 

1.47 

1.67 

1.67 

121 

395 

66 

5 

.72 

1.03 

.79 

.61 

240 

18 

3 

23.61 

22.69 

2221 

22.46 

283 

53 

4 

4.44 

4.60 

4.79 

424 

339 

56 

2 

6.04 

526 

5.72 

6.01 

301 

61 

5 

220 

2.42 

2.66 

224 

362 

52 

4 

820 

729 

7.10 

622 

224 

48 

4 

223 

222 

224 

2.15 

271 

47 

5 

827 

820 

8.80 

8.08 

268 

41 

7 

120 

127 

126 

1.78 

299 

47 

7 

1.66 

1.62 

1.68 

1.46 

256 

33 

12 

2.66 

222 

223 

2.39 

263 

46 

3 

.30 

29 

25 

27 

265 

18 

2 

24 

29 

25 

21 

273 

36 

19 

.95 

.74 

26 

.76 

228 

35 

15 

1.16 

.97 

1.17 

1.11 

282 

44 

6 

11.67 

1323 

15.17 

1528 

431 

55 

5 

123 

1.62 

1.78 

122 

498 

57 

4 

.93 

.99 

.98 

29 

287 

39 

7 

1.19 

1.16 

126 

121 

309 

47 

4 

1.15 

127 

1.46 

129 

388 

46 

4 

122 

1.49 

122 

1.72 

466 

44 

1 

25 

.74 

23 

.81 

495 

50 

4 

1.18 

125 

126 

127 

433 

54 

3 

28 

125 

121 

2.17 

899 

107 

10 

1.00 

1.02 

1.18 

121 

387 

57 

7 

.67 

.60 

.71 

21 

167 

32 

1 

Loi 

1.10 

120 

220 

455 

64 

10 

.66 

.64 

.68 

29 

261 

32 

3 

4.97 

521 

620 

6.79 

451 

60 

7 

126 

1.10 

1.11 

1.07 

242 

47 

4 

321 

3.54 

421 

4.73 

495 

58 

7 

20 

25 

25 

.41 

718 

75 

12 
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State and Region 

Total Personal Income 
Percent of 

continental United States 

19X9 1940 1950 1967 

Percent vncreaee 

19t9 1950 1955 
to to to 

1957 1957 1957 

Arizona 

30 

32 

.43 

38 

683 

103 

9 

Rocky Mountain 

1.88 

2.03 

233 

224 

379 

54 

7 

Montana 

.36 

.40 

.42 

.37 

305 

32 

3 

Idaho 

.26 

31 

34 

.30 

364 

38 

3 

Wyoming 

.18 

.19 

21 

.19 

326 

% 

6 

Colorado 

.75 

.79 

36 

.96 

420 

73 

10 

Utah 

.33 

34 

.40 

.42 

408 

62 

8 

Far West 

8.62 

9.89 

11.70 

13.02 

508 

70 

6 

Washington 

1.36 

1.47 

1.77 

1.68 

397 

45 

6 

Oregon 

.75 

36 

1.09 

.98 

423 

38 

1 

Nevada 

.09 

.13 

.14 

.19 

719 

106 

7 

California 

6.42 

7.43 

8.70 

10.17 

539 

79 

6 


Source: Survey 0 / Current Bueineat, August 1958, p. 10. 


EDUCATIONAL ATTAINMENT AND MARKET SEGMENTATION. Variations ID 
education have a pronounced effect on the buying habits and patterns of 
individual consumers. But there is also a close relationship between educa¬ 
tion and income, so that it is difficult to say whether a college graduate 
buys an item because of his education or because of his high income. 
Sometimes, of course, a person has much education but a low income, 
causing him to scrimp on other things to buy such items as books and 
high-class magazines. For the most part, though, it is probably true that 
educational and income factors jointly influence the consumer to have a 
better-than-average library and to subscribe to magazines such as The 
Atlantic Monthly. Yet, many persons who have achieved high income 
status with less education may buy the same books and subscribe to the 
same publications in order to conform. However, if the income variable 
could be held constant, it undoubtedly would be very clear that variations 
in education result in unique market segments for many kinds of products 
and services. We might, then, know for sure whether educational or in¬ 
come factors or both are responsible for such phenomena as the following: 
the majority of encyclopedia buyers have had no formal education beyond 
high school; most buyers of classical records have had some instruction 
in music; Scotch whisky and other hard liquors are more preferred by 
persons with college educations than by persons with less, while beel* and 
ale are the most popular drinks of persons without college educations. The 
Life Study showed tjiat households headed by persons with “some college 
or beyond” (one-fifth of all households) accounted for 26 per cent of total 
spending, but they made 31 per cent of the* expenditures for frozen foods, 
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30 per cent of i^e housing expenditures, and 32 per cent of the photo¬ 
graphic equipment e3q>enditures. By contrast, households headed by per¬ 
sons who did not finish grade school (also about one-fifth of all house¬ 
holds) did only 13 per cent of the total spending, and made only 11 per 
cent of the frozen foods expenditures, 11 per cent of housing expenditures, 
and 8 per cent of photographic equipment expenditures. This indicates 
that households headed by persons with college educations not only have 
more money but spend proportionally more on items where buying deci¬ 
sions are strongly influenced by the sophisticated and discriminating tastes 
that college educated individuals are likely to possess. Expenditures on 
frozen food, housing, and photographic equipment are directly related to 
the consumer’s education, but there are some products for which the con¬ 
sumer’s demand is inversely related to the amount of his education. Spend¬ 
ing on cooking, baking, and salad ingredients, for example, tends to be 
higher in the lower educational levels. Households headed by persons who 
did not finish grade school make 32 per cent of the expenditures in this 
category, and households headed by persons with “some college or beyond” 
make only 19 per cent.^® Probably differences in dietary preferences and 
eating habits, both of which are doubtless influenced by education, explain 
this inverse relationship. 

Industrial Users 

Industrial users, as mentioned earlier, make purchases to further the pro¬ 
duction of other goods and services. The goods and services so produced 
may be destined either for the ultimate consumer market or to other parts 
of the industrial market, which includes both private enterprises and gov¬ 
ernmental agencies. The category is, in fact, so broad that any organization, 
private or public, which makes purchases in order to facilitate the per¬ 
formance of manufacturing, marketing, or institutional activities may be 
considered an industrial user. Thus, the different types of industrial users 
engaged in producing and marketing goods range all the way from the 
individual farmer to the large manufacturer. Those engaged in marketing 
services are as diverse as the independent insurance agent and free-lance 
writer at one extreme to the large hospitals, theaters, and hotels at the 
other. Also included are transportation and public utility companies, 
schools, military installations, prisons, and all other types of governmen¬ 
tal units. In short, any organization is classed as an industrial user if it 
purchases some goods and services not for resale in the same form but in 
orderto use them in connection with its operation. Therefore, to the extent 
that they buy products for resale in the same form, retailers, wholesalers, 

10 441 percentage figurea in thia paragraph are taken from the Life 8i%^ of Con* 

aeMkr Ewpendituree, Vol. 1, 1997. 
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and oiher middlemen are not considered industrial users. But when re« 
tailers, wholesalers and other middlemen buy products (e.g., display 
equipment and cash registers) and services (e.g., accounting service and 
the advice of business consultants) for use in furthering their operations, 
they may be considered industrial users. 

The industrial market is a large one and, like the consumer market, 
is made up of many market segments. Therefore, consideration of market 
segmentation is equally as important for industrial as for consumer goods. 
Separating industrial users into groups facilitates analysis of the indus* 
trial market. There are many bases which can be used in segmenting the 
industrial market, the four most important and most used bases being 
kind of business or activity, geographical location of the user, usual pur¬ 
chasing procedure, and size of user. 

KIND OP BUSINESS OR ACTIVITY. One of the most useful ways of seg¬ 
menting the industrial market, and the one used by practically all govern¬ 
ment agencies, is known as the S.I.C., or Standard Industrial Classification 
System. Under this system, all places of business are classified into one of 
ten divisions covering the entire field of economic activities: agriculture, 
forestry, and fisheries; mining; construction; manufacturing; transporta¬ 
tion, communication, electric, gas, and sanitary services; wholesale and 
retail trade; finance, insurance, and real estate; services; government; and 
“all others” or “nonclassifiable establishments.” Each of these ten divi¬ 
sions is broken down into several “major groups” representing specific 
kinds of business. The manufacturing division, for example, is broken 
down into such major groups as textile mill products, printing and pub¬ 
lishing, and chemicals and allied products, each major group having as¬ 
signed to it a two digit S.I.C. number. Manufacturers of furniture and 
fixtures would be classified under S.I.C. #25. Still further classification 
is effected through three and four digit numbers with manufacturers of 
household furniture coming under S.I.C. #251, and manufacturers of 
metal household furniture coming under S.I.C. #2514. Thus, by using the 
S.I.C. system, the industrial market can be divided into relatively small, 
medium, or large market segments. A knowledge of this system is essential 
to the market analyst who uses reports published by governmental agen¬ 
cies.** 
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GEOOBAFHICAL IIABKET SEGMENTS IN THE INDUSTBIAL MABKET. Segmen¬ 
tation of the industrial market, like the consumer market, may also be 
done on a geographical basis. Such factors as variations in topography, 
climate, and historical tradition cause considerable variation in the way 
industrial marketing is conducted in different areas. The topography of an 
area, for example, will obviously affect the types and costs of transporta¬ 
tion available for shipping industrial goods. Thus, a firm marketing a 
heavy and relatively cheap industrial product, such as cement or coal, 
often can cultivate a distant industrial user only if transportation rates 
are low enough to permit successful competition with similar suppliers 
nearer the particular user. Similarly, variations in climate affect the needs 
of industrial users for building materials and heating and cooling equip¬ 
ment, just as the same variations cause differences in the demand for 
certain consumer goods. Differing regional traditions may, for example, 
show up in a greater demand for labor saving devices in areas where wage 
rates are relatively high. Regional differences, based partly on tradition 
and partly on management philosophy, also affect whether or not manu¬ 
facturers provide in-plant feeding, recreation, and health-care facilities 
for their employees, these facilities being much more common in the 
Northeast and Midwest than elsewhere throughout the country 
In addition, different geographical segments of the industrial market 
exist because some kinds of business and service organizations seem to 
settle in certain areas. Some types of industrial users form geographical 
clusters because their locations have been dictated by the source of raw 
materials; for example, the lumber industry in the Pacific Northwest and 
the copper mining industry in Arizona, Montana, and Utah. Others lo¬ 
cated at points enjoying relatively easy access both to raw materials and 
to large markets; for example, the major concentrations of the steel and 
automobile industries in the Great Lakes region. The pressing need for 
reservoirs of highly-talented scientific personnel is the major reason 
why most companies in £he electronic component industry located in and 
around Boston, San Francisco, and on Long Island. A combination of 
historical accident, the momentum of an early start, and tradition appears 
to account for the presence of numerous insurance company home offices 
in Hartford; much of the shoe industry in New England, New York, Penn¬ 
sylvania, and Missouri; and the bulk of the entertainment industry in 
Southern California and New York City. Because of this tendency for 
some kinds of industrial users to locate in a small number of areas, mar¬ 
keters selling to such users have to adjust their distribution policies ac¬ 
cordingly. Even though most companies in an industry may be located in 
a few areas, practically always there are a few situated elsewhere. This 
le^ many marketers of industrial products, such as those selling shoe 
findings, to maintain their own full-time salesmen in areas where most 
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customers are concentrated and either to call less frequently on outlying 
accounts or reach them through middlemen. Similarly, such marketers 
often operate their own warehouses in areas of customer concentration 
and rely on shipments from the factory for supplying customers situated 
elsewhere. Marketers generally find that it costs more to sell to outlying 
customers than to those concentrated geographically. Under these condi¬ 
tions, then, different marketing approaches and programs are usually 
needed. 

However, not all of the industrial market is characterized by this geo¬ 
graphical clustering. Some types of users, such as schools and small retail¬ 
ers, are simply located wherever there are people. Other types of users, 
such as military installations, some kinds of wholesalers, and agencies oi 
state and local governments, while not to be found everywhere are still 
rather widely dispersed. Nevertheless, in formulating distribution policies 
and deciding upon selling procedures, the concentration or lack of concen¬ 
tration of the industrial users of the product is a highly important con¬ 
sideration. In either case, the industrial marketer can benefit by separating 
his potential users into market segments on the basis of geography. 

INDUSTRIAL MARKET SEGMENTATION ON THE BASIS OF USUAL PURCHASING 
PROCEDURES. Industrial users are generally more careful buyers than are 
ultimate consumers. But even among industrial users, there is much vari¬ 
ation in the amount of consideration given in buying industrial goods. The 
purchase of a major item, such as a blast furnace or cement kiln, requires 
extensive market and other technical investigations plus the approval of 
several high executives in the industrial user’s organization. In the same 
firm, however, the purchase of supplies such as office stationery or pencils 
is a routine procedure of concern only to the purchasing agent. The indus¬ 
trial marketer must apply different selling tactics and strategies to each 
of these buying situations. 

Finally, purchasing procedures may vary even for the same industrial 
product. An industrial user who is buying an item as original equipment 
will usually follow a more complex purchasing procedure than if he were 
buying the same item as replacement equipment. Because of relative un¬ 
familiarity and lack of experience with the product, the industrial user 
buying an item as original equipment demands fuller and more technical 
information about it, often conducts an exhaustive study of potential 
suppliers and their products, and more of the user firm's executives par¬ 
ticipate in the buying decision. When the item is being bought as replace¬ 
ment equipment, experience and familiarity with the product make it 
possible for the buying decision to be made in a more routine fashion. 
Recognizing this, some industrial marketers have further separated their 
markets into original equipment and replacement equipment segments. 
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INDtJSTBIAL MABKBT SEGMENTATION BY SIZE OF USER. In the industrial 

market there is a much wider range in the size of customers than there is 
in the consumer market. Industrial users may vary in size from those with 
very few employees to those with many thousands of employees. They 
vary all the way from the small machine shop in an old garage to indus¬ 
trial giants such as Lockheed Aircraft Corporation and Radio Corporation 
of America. Consequently, the size of a purchase of industrial goods may 
vary greatly. Because it normally is more economical to sell in large lots 
than small, the industrial marketer often sets lower prices for purchasers 
placing large orders than he does for those buying in small quantities. 
More important, this characteristic is often the main reason why market¬ 
ers frequently use different methods for reaching industrial users who 
vary greatly in size. Thus, there is ample reason for market segmentation 
based on the size of industrial users. 


THI raOPUCT: MARKITIN* 
eHARACTIIISTICS OP OOODS AND SiRVICfS 

Any adequate definition of the product must include services as well as 
tangible goods. A laundry, which sells the service of cleaning clothes, is 
just as surely engaged in marketing as the retail store which originally 
sold them. Clearly, then, enterprises that have something to sell, tangible 
goods or not, are selling products. In fact, any firm that “has something 
to sell” sells services as part of that something, even though it may be 
selling tangible goods rather than service per se. In commenting on this 
matter, Wroe Alderson, a widely-known business consultant and market¬ 
ing theorist, suggests that “a product should be considered as a bundle 
of utilities consisting of various product features and accompanying serv¬ 
ices.” ** A product, therefore, is both “what a seller has to sell” and “what 
a customer has to buy.” When a man buys a suit from a clothing store, 
for example, he buys not only the garment itself but the clerk’s assistance 
and advice, the store’s alteration service, the prestige of the store’s and 
maker's labels, perhaps “charge and delivery” services, and the privilege 
of returning the item for refund or allowance should it fail to yield the 
expected satisfaction. Looked at in this light, the clothing store is selling 
not only men's suits and services related thereto but bundles of utilities 
which provide customers with both physical and psychological satisfaction 
as they consume their purchases. 

It is necessary at this point to insert a word of caution with respect to 
semantics. One often finds in discussions of marketing topics that the 
word “good” is used as a synonym for “product.” This is in line with both 
long-standing business usage and well-established academic custom. The 
businessman and the marketing professor simply say “good” when they 


IS W. AlderMn, Marketing Behavior ami Eweeutive Action (Hotacwood. HL: Rkihsrd 
J>. Irwin, ieS7), p. 274. 
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iD6An product, ’ as the latter term was defined earlier. Note carefully, 
thou^, that when “good’’ is used in this broad sense, it may apply either 
to a product consisting of some tangible good and associated services or 
to one which consists of services alone. In the following discussion, as 
indeed throughout this entire book, “good” and “product” are used inter* 
changeably. 

The two major categories of goods are consumers’ goods and industrial 
goods. Depending upon the purpose for which it is primarily destined to 
be used, any good may be classed as a consumer good or as an industrial 
good. Consumers’ goods are destined for final consumption by ultimate 
consumers and households. Television sets, cigars and cigarettes, and pot¬ 
ted geraniums are all examples of consumers’ goods. Industrial goods are 
destined for use in the commercial production of other goods or for use 
in connection with carrying on some business or institutional activity. 
Crude petroleum, machine tools, and electronic computers are all industrial 
goods. Actually, not many goods can be classified exclusively as industrial 
goods. Typing paper, for example, is used for business purposes, but it 
may also be used for love letters. Typing paper, then, is both a consumer 
good and an industrial good. The same article may, under one set of cir¬ 
cumstances, be an industrial good, and under other conditions a consumer 
good. Why is this apparently artificial distinction important? Consumers' 
goods and industrial goods are bought for different purposes. Of even 
greater significance for marketing is the fact that their purchasers have 
different approaches to the making of buying decisions. Consequently, 
marketing situations and problems also vary, depending upon whether the 
product is being marketed as a consumers’ good or an industrial good. 

Consumers' Goods 

Everyone knows that the variety of consumers’ goods is almost endless. 
Literally, these goods range from A to Z—aspirin to zippers, and include 
such diverse items as chewing gum, pleasure yachts, grass seed, and com¬ 
plete frozen TV dinners. There are so many different consumers’ goods 
that it is clearly impractical to analyze each consumer item individually. 
Two classification systems for consumers’ goods, devised to facilitate mar¬ 
keting analysis, are presented in the discussion which follows. 

'Trod/f/onol" Classification of Consumers' Goods 
Sometime before 1923, Professor Melvin T. Copeland of the Harvard 
Business School, a pioneer marketing- teacher, set up what is now known 
as the traditional system for classifying consumers’ goods.^^ Copeland 
based his classification system on differences in consumer buying attitudes 

14 Sec; M. T. Copeland, "Relation of CoriKumera’ Buying Habits to Marketing Meth¬ 
ods,” Harvard Business Review, Apiil 1923, pp. 282-9. 
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and behavior. Under this system, three classes of consumers’ goods are 
identified as convenience goods, shopping goods,.and specialty goods.^^ 

CONVENIENCE GOODS. Items that the consumer buys frequently, imme¬ 
diately, and with minimum shopping ^ort are classed as convenience 
goods. Examples of convenience goods include cigarettes, candy and chew¬ 
ing gum, magazines and newspapers, gasoline, drugs, and most grocery 
products. Note that these are all non-durables, i.e., they are consumed or 
^'used up” rather rapidly; hence, consumers buy them frequently and nor¬ 
mally neither postpone their purchases nor make them much in advance 
of the time of consumption. Note, too, that, in buying convenience goods, 
habit dominates the consumer’s behavior. Through force of habit, it is 
relatively easy for the consumer to arrive at buying decisions. In buying 
cigarettes and gasoline, for example, the consumer knows which brands 
he prefers, and he knows the retail outlets where he generally buys them. 
Little or no conscious deliberation is required in making such buying 
decisions. The typical consumer attempts to minimize the amount of time 
and effort devoted to buying convenience goods. 

In making buying decisions for most convenience goods, the consumer 
rarely bothers to compare competing items on the bases of price and 
quality. The possible gains from making price and quality comparisons 
are not large enough to justify the costs involved in terms of time and 
effort. “It isn’t worth shopping around for” expresses this buying attitude 
of the typical consumer in buying most convenience goods. However, if 
the price or quality of a convenience good, such as a certain brand of 
bread, gets too far out of line with competing brands, many consumers 
revise their buying decisions. Note, though, that the possible gains to the 
consumer in such situations outweigh the costs in time and effort. For this 
reason, marketers of convenience goods usually strive to make their prod¬ 
ucts compare favorably on price and quality bases. 

Seeking to minimize shopping time and effort, the consumer buys con¬ 
venience goods at “convenient” locations. While this often means that the 
consumer buys many convenience goods at retail outlets situated near his 
home, it can mean other things. A consumer may buy gasoline, for ex¬ 
ample, not at the station nearest his home but at a more convenient station 
(because he passes it on the way to work. Or the consumer may patronize 
a given service station where he can enjoy the convenience of using his 
credit card and not having to pay cash. In buying certain convenience 
goods, such as milk and newspapers, some consumers pay higher prices 
for the convenience of doorstep delivery. Many housewives, motivated by 


u definitions of these three classes of consumers* goods used in the following dis- 
oussion are consistent with those of the American Marketing Association. See; Mar- 
Minff Definiiiont, op. eit. 
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the convenienee of “one-stop shopping/’ buy most of their grocery needs 
on weekly trips to the supermarket. The same housewives “pick up” other 
items, such as bread and milk, during the week at neighborhood grocers 
convenient to their homes. 

Recognizing that consumers will not go far out of their way to buy 
convenience goods, marketers of such goods seek to have them available 
for sale in numerous and diverse outlets. Cigarettes, for example, are sold 
in practically all grocery stores and drug stores, most restaurants, and 
many service stations, besides being widely available for sale through 
vending machines elsewhere.. The makers of Camels cigarettes once, in a 
famed advertising campaign, promoted the “I’d walk a mile for a Camel” 
slogan implying that Camels were not a convenience good. Probably there 
are relatively few smokers who regard their brand so highly that they 
will not accept a convenient substitute should the retailer be sold out of 
the preferred brand. This underscores the importance to the marketer of 
convenience goods of not only having numerous outlets for his product 
but being certain that all have adequate inventories on hand. 

SHOPPING GOODS. Items that the consumer selects and buys only after 
making comparisons on such bases as suitability, quality, price and style 
are called shopping goods. Whenever a substantial number of consumers 
habitually make such shopping comparisons of an item before they select 
and buy an item, that item is considered a shopping good. Examples of 
goods that most consumers probably buy ijn this way include millinery, 
furniture, rugs, dress goods, women’s ready-to-wear and shoes, and house¬ 
hold appliances. Prior to buying these items, the consumer shops around 
and compares the offerings of different stores. Notice that the typical 
shopping good is bought rather infrequently, is “used up” quite slowly, 
and the consumer often is in a position to defer or advance the date of 
purchase. Thus, the consumer can afford to allot a considerable amount 
of time and effort to the buying decision. In other words, consumers feel 
that the possible gains from making shopping comparisons exceed the 
costs in terms of time and effort. 

Not every consumer uses the same bases of comparison in buying shop¬ 
ping goods. In some cases, the consumer shops primarily to find some¬ 
thing “suitable,” e.g., the person who looks for window shelving to use 
in displaying African violets. In shopping for millinery or apparel, some 
women eonsider style the most important factor while others are mainly 
“price shoppers.” In shopping for shoes for their children, these same 
women may consider quality the most significant basis for comparison. 
The bases of comparison-used and their relative importance vary both 
with the product and the shopper. 

Branding i$ a good, deal less important for shopping goods than for 
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convenience goods. Rather than buying a modem chw on tbe basis of a 
brand name, most consumers prefer to compare different offerings on 
other bases. But this does not mean that branding is unimportant, only 
that it is less important as a buying influmice than it is in buying a con¬ 
venience good such as cigarettes or tooth' paste. If a shopping good, such* 
as a modern chair, meets the consumer’s other qualifications, he may de¬ 
cide to buy the Selig chair rather than an unbranded chair or a little- 
known brand. In some instances the consumer undoubtedly is willing to 
pay more for a branded shopping good, but the more definitely a good is a 
shopping good, the less he is willing to pay for the prestige of the brand 
name. 

Because consumers typically devote considerable time and effort to the 
buying of shopping goods, marketers of shopping goods can manage with 
fewer retail outlets for their products than can marketers of convenience 
goods. The shopping goods marketer places great emphasis on having his 
goods for sale in outlets where consumers are likely to look for such 
items, rather than on having them available in every store. Thus, a manu¬ 
facturer of modern chairs seeks only a few furniture stores, mostly those 
specializing in modern furniture, to handle his line in a city. 

SPECIALTY GOODS. Consumer items for which rignificant numbers of 
buyers are habitually willing to make a special purchasing effort are 
known as specialty goods. For an item to be included in this category, it 
must possess unique characteristics or have a high degree of brand iden¬ 
tification or both. Examples of articles usually bought as specialty goods 
are fancy foods, hi-fi components, stamps and coins for collectors, and 
‘'prestige” brands of men’s suits. The consumer already knows the prod¬ 
uct or brand he wants, the special purchasing effort he is willing to make 
is for the purpose of finding where it is on sale. In reaching the buying 
decision, consumers do not compare the desired specialty good with 
others as they do in the case of shopping goods. However, as specialty 
goods are often in the luxury price class, consumers may take consider¬ 
able time in making decisions to undertake the special search required. 

Specialty goods may be found in low as well as high price ranges. The 
buying behavior of stamp collectors, for instance, is characterized by the 
exertion of nearly as much special purchasing effort to obtain the missing 
stamp in a set worth a dime or a quarter as it is to locate the rarity worth 
hundreds of dollars. Similarly, the price of canned, chocolate-coated 
* grasshoppers may be $1.00 per can and the price of a Hickey Freeman 
suit may be $200.00. But while the amount of money involved is low in 
one case and high in the other, both prices are hig^ relative to other 
articles serving the same basic wants fasit wHIicrat the unique characbn*- 
istics of chocolate-coated grasshoppers w the prestige attached to the 
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Hickey Freeman name. Consumers are willing to exert special purchasing 
efforts to locate such items, and prices are only secondary considerations 
in the buying decisions. 

Even though an item may be easy to locate, that fact alone does not 
disqualify it from being a specialty good. The consumer desiring a Hickey 
Freeman suit, for instance, needs only to consult the classified section of 
the telephone directory in any major city. The consumer who wants to 
buy Alka-Seltzer and will not accept a substitute probably can find it in 
most drug stores and many grocery stores. An item is a specialty good 
because some buyers are willing to make a special purchasing effort, al¬ 
though they may not have to. Marketing practices of many manufac¬ 
turers of specialty goods have made it unnecessary for consumers to exert 
special purchasing efforts. They have made their brands relatively easy 
to locate, thus making it easy for consumers to buy them. 

APPRAISAL OF ^TRADITIONAL” CLASSIFICATION SYSTEM. Under this thrCC- 

way classification system, every consumer product may, at least in theory, 
be placed into one of the three classifications. For products classed as 
convenience goods or shopping goods, this proves relatively easy to do. 
But, perhaps because of insufficient knowledge of consumers’ buying atti¬ 
tudes. items coming under the specialty goods heading are difficult to 
identify and classify as such. Many specialty goods are easily confused 
with shopping goods and sometimes even with convenience goods. The 
buyer of a Chevrolet automobile, for example, may have made his choice 
only after comparing the Chevrolet with other makes, or perhaps he 
bought it because of certain unique features and the brand name, or 
maybe he bought it because of the dealer’s convenient location. In the 
first instance the Chevrolet qualifies as a shopping good, in the second 
as a specialty good, and in the third as a convenience good. There are in 
fact many border line cases of consumer products which simply cannot 
be placed with absolute certainty. This often makes it difficult to apply 
the three-way classification system to the analysis of practical marketing 
problems. 

The "Characteristics of Goods" Theory 

The characteristics of goods theory, advanced by Leo V. Aspinwall and 
other marketing experts, provides an alternate method for classifying 
consumer goods. According to this theory, it is possible to spot all con¬ 
sumer goods along a continuum which has only two basic categories, one 
at each end. Any product that falls somewhere in between these two 
categories represents some combination of the two basic types.'® This ap- 

W We ere iudebted to Profeeeora Leo V. Aspinwall and Richard H. Holton for their 
thiwhii^ and writings on the classification of consumer goods. Our discuswon is based 
largely on what these two marketing experts have puhliiAied. See: Leo V. Aapinwall, 
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proaoh, therefore, uses a continuum instead of discrete classes to classify 
all consumer goods. The result is less confusion in classifying individual 
items. The discussion which follows is intended to detail the new ap¬ 
proach. 

Five marketing characteristics of a good are taken into account in de¬ 
ciding just where it should be spotted along the continuum. The first, 
Aspinwall calls the '‘replacement rate,” which is defined as the rate at 
which a good is purchased and consumed by users in order to provide the 
satisfaction a consumer expects from the product. The second is the 
“gross margin” which is usually defined as the money sum which is the 
difference between the laid-in cost and the final realized sales price. The 
third characteristic is “adjustment,” which refers to the various changes 
or alterations made in a good in order to meet the exact needs of the 
consumer. The fourth characteristic is known as “time of consumption,” 
which is defined as the measured time of consumption during which the 
good gives up the utility desired. The last marketing characteristic con¬ 
sidered is that of “searching time,” which is defined as the measure of 
average time and distance from the retail store and hence convenience 
the consumer is afforded by market facilities. 

At one end of the continuum are placed those products which have a 
high replacement rate, low gross margin, low adjustment, low time of 
consumption, and low searching time. With little damage to existing defi¬ 
nitions, such products appear to be the same ones which are considered 
convenience goods under the older system of classification. Products with 
diametrically opposed marketing characteristics go at the other end of the 
continuum. These items correspond with those defined earlier as shop¬ 
ping goods. 

Still to be.considered are those consumer products which fall somewhere 
toward the center of the continuum. These are products, many of which 
would be called “specialty goods” under the older three-way classifica¬ 
tion system, which have medium ratings for the five marketing charac¬ 
teristics mentioned earlier. Aspinwall avoids the confusion inherent in 
the older system by adopting a new set of names for the different classes 
of goods. Instead of using such terms as convenience, specialty, and 
shopping goods, new names based upon colors are advocated for the 
classification of consumer goods. By using three colors (red, orange, and 
yellow), the notion that discrete classes for consumer goods exist is dis¬ 
carded. In its stead is envisioned the idea of an infinite graduation of 
values made possible by blending the colors in the spectrum from red to 
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yellow with orange in between. In effect, convenience goods now become 
“red goods” and shopping goo<te becinne “yellow goods.” Goods that fall 
on the continuum between the two extremes are represented by some 
shade of orange and are denoted as “orange goods.” Chart 2.1 shows the 
classification system for consumer goods established according to the 
characteristics of goods theory. One additional aspect of this theory 
needs to be mentioned here. It is that the position of a good on the color 
scale is dynamic rather than static.'In the words of Aspinwall: 

... Most products fall in the yellow classification when they are first intro¬ 
duced. As they become better known and come to satisfy a wider segment 
of consumer demand, the replacement rate increases and the good shifts 
toward the red end of the scale. Thus there is a red shift in marketing which 
offers a rather far-fetched analogy to the red shift in astronomy which is 
associated with the increasing speed of movement of heavenly bodies. There 
is also an opposing tendency in marketing, however, resulting from the con¬ 
stant shrinking of gross margin as a good moves toward the red end of the 
scale. Marketing organizations, in the effort to maintain their gross mar¬ 
gin, may improve or differentiate a good which has moved into the red 
category, so that some of these new varieties swing all the way back into 
yellow. Thereafter the competitive drive for volume serves to accelerate 
the movement toward the red end of the scale again. 

Chart 2.1 

Claulfication of Coniumar Geedi 
According to the Cheracteristics of Good* Theory 

Color Claasification 



Red 

Orange 

Yellow 

Characteristics 

Goods 

Goods 

Goods 


Replacement Rate 

High 

Medium 

Low 

Gross Margin 

Low 

Medium 

High 

Adjustment 

Low 

Medium 

High 

Time of Consumption 

Low 

Medium 

High 

Searching Time 

Low 

Medium 

High 


Source: Leo V. Aspinwall, "The Characteriities ol Goode Theory,” in W. Laser and E. -T. 
KeUey (Eds.), Manaparial Mark 0 ting; PertpaeHvtt and Viewpointt (Homewood, III.: 
Richard D. Irwin, 1902), p. 641. 


Industrial Goods 

Classification is less difiScult with industrial goods than it is with con¬ 
sumers’ goods. This is because industrial users exhibit more uniform 
patterns of buying behavior than do ultimate consumers. Different indus¬ 
trial buyers, in other words, are remarkably alike in the ways they go 
about making buying decisions for similar products. The approach an 
automobile manufacturer takes to the buying of machine tools, for ex- 
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ample, closely resembles those taken not only by his competitors but by 
other buyers of machine tools. Industrial goods, therefore, readily lend 
themselves to a classification system based on the uses to which products 
are to be put. Most industrial goods fall naturally into one of four cate¬ 
gories: (1) equipment and physical facilities used in producing goods or 
services, (2) materials entering into the product, (3) manufacturing or 
service supplies, and (4) management materials. Each of these categories, 
together with certain subcategories, is discussed below. 

EQUIPMENT AND PHYSICAL FACILITIES USED IN THE PBODUCTION OP COM¬ 
MODITIES OB SERVICES. Included in this category of industrial goods are 
three subcategories: installations, minor equipment, and plants and 
buildings. 

Major capital assets such as factory turret lathes and commercial 
laundry dryers are called installations and are essential to the business 
operations of an industrial user. Since they require the investment of 
comparatively large sums of money, no decision to purchase an installa¬ 
tion may be made without the approval of both top-management and the 
department head concerned. Because of this “multiple influence” on the 
purchase, a salesman of installations usually has to convince several in¬ 
dividuals before he succeeds in getting an order, the period of negotiation 
prior to a sale often extending over considerable time. Furthermore, be¬ 
cause of the high unit value of most installations, their marketing is 
characterized by rather “short distribution channels,” i.e., there are few 
or no intervening middlemen between producers and industrial users. 

Minor equipment includes industrial goods which assist in the produc¬ 
tion of the industrial user’s product or service. Examples of such goods 
are work benches, lift trucks, and hand tools. In contrast to the way in¬ 
stallations are bought, the purchasing procedure for minor equipment is 
quite routine, ordinarily consisting simply of the industrial user’s pur¬ 
chasing executive ordering on the basis of specifications prepared by the 
department which submits the purchase order. Also in contrast with in¬ 
stallation purchases which are comparatively infrequent, purchases of 
minor equipment are made fairly often. Thus, the marketer of minor 
equipment must see to it that his salesmen make frequent calls on pro¬ 
spective customers, also often arranging to have his products listed in 
industrial catalogs to which purchasing agents refer before placing their 
purchase orders. Listing in industrial catalogs, advertising in trade jour¬ 
nals, and direct-mail advertising make up the usual program for main¬ 
taining representation at the buyer’s plant between salesmen’s calls. This 
need to have continuous representation also prompts many marketers of 
minor equipment to use middlemen rather than their own salesmen for 
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purposes of calling directly on customers. Because he confines his opera¬ 
tions to a relatively small geographic area, the middleman is able to make 
frequent calls on customers and can adjust his activities to fit each cus¬ 
tomer's buying timewble. 

Plants and buildings are necessary to the operation of an industrial 
user's business and they repreront sisable capital investments. In this 
respect, the plants and buildings subcategory is similar to the installa¬ 
tions subcategory. But this subcategory also resembles that of minor 
equipment insofar as plants and buildings are supplementary to, rather 
than directly used in, the production of the industrial user’s product or 
service. Plants and buildings are usually not marketed as complete units, 
though there are some construction firms that specialize in such projects. 
The plants and buildings subcategory is included here only for the sake 
of completeness, and not because their marketing is particularly unique. 
In all major respects, the industrial user approaches the problem of con¬ 
structing a new plant or building in much the same way that he goes 
about the purchase of an installation. 

MATERIAL ENTERING INTO THE PRODUCT. This Category of industrial 
goods includes the subcategories of raw materials, semi-manufactured 
goods, and fabricating parts. 

Raw materials are those basic products of farms, mines, fisheries, and 
forests which enter into the production of more finished goods. Buying 
procedures for raw materials vary, depending upon the proportion their 
costs bear to total production costs and upon market conditions. If the 
price of raw materials represents only a small part of total production 
costs, the sources of supply are likely to be middlemen and the buying 
procedures routine. But when the price of raw materials accounts for a 
large part of the total cost of a finished good, high-ranking purchasing 
executives usually deal with suppliers. Similarly, if the market for a 
raw material is characterized by stable supply and price conditions, rel¬ 
atively low level executives using routine purchasing procedures are ade¬ 
quate. But when raw material supplies and prices vary erratically, 
highly-skilled and high ranking executives are charged with the buying 
responsibility and are expected to adapt their purchasing procedures to 
changing market conditions. 

Semi-manufactured goods such as steel, lumber, and glass are the end 
products of one industry and the basic manufacturing materials of an¬ 
other. Compared with the prices of raw materials, prices of semi-manu¬ 
factured goods tend to be more stable. Thus, their purchase by the 
industrial user is of a more routine nature. Inasmuch as most producers 
of semi-manufactured goods are large, their products are often sold by 
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the producer direct to the industrial user. In some <»se8, however, par¬ 
ticularly where the semi-manufactured good is sold to many relatively 
small industrial users, one or more levels of middlemen are used. 

Fabricating parts are manufactured goods which, without any sub¬ 
stantial change in form, are incorporated into or assembled into some 
more complex and finished product. Storage batteries, spark plugs, and 
tires for an automobile are all examples of fabricating parts. Industrial 
users buy such products, made to their own specifications, directly from 
the manufacturers. Single sales contracts are negotiated for periods of 
several months to a year, and the relationship between seller and buyer 
is generally a long-term one. These negotiations are normally directed 
by high executives of both buying and selling companies. 

MANUFACTURING OR SERVICE SUPPLIES. These are products that are es¬ 
sential to the business operations of industrial users but do not become 
part of the finished product. Included are such divergent items as fuel 
oil, coal, sweeping compound, and wiping cloths. Purchase of items in 
this category is a routine responsibility of the industrial user’s purchas¬ 
ing executive, and he usually buys them through middlemen rather than 
direct from the makers. But where an item is used in extremely large 
quantities, as coal is used in the steam plant generation of electricity by a 
public utility, long-term purchase contracts, similar to those used in buy¬ 
ing fabricating parts, are directly negotiated by top ranking executives 
of the buying and selling firms. 

MANAGEMENT MATERIALS. This Category covers both office equipment 
and office supplies. Pieces of office equipment of very high value, such as 
electronic computers and data processing installations, are usually leased 
rather than bought outright but, in either case, decisions are reached in 
essentially the same way that decisions are made on production installa¬ 
tions and equipment. Purchase or lease of major office equipment items 
involves substantial suras of money; hence, decisions require the approval 
of both top-management and the department head concerned, and the 
purchasing department merely handles the needed “paper work.” Type¬ 
writers, desk calculators, and similar pieces of equipment are bought by 
the purchasing department as needed on requisitions originating in the 
departments that will use them, often with the exact brands and models 
being determined according to preferences of typists and clerks. Pencil 
sharpeners and staplers and other low unit value articles of office equip¬ 
ment, as well as such office supplies as stationery and typewriter ribbons, 
ara bought routinely, the purchasing department taking the initiative in 
ordering them and generally carrying a stock on hand. 
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REaPBociTY IN INDUSTRIAL MARKETING. In marketing all classes of in¬ 
dustrial goods, the fact that some buying is done reciprocally is a compli¬ 
cating feature. An industrial user practices reciprocal buying when he 
favors sources of supply who are also his customers or prospects, and 
when he uses such patronage as a lever for making sales. One purchasing 
executive described reciprocal buying as “a matter of you scratch my 
back, and Fll scratch yours.” The practice was at one time widely con¬ 
demned by purchasing executives as a violation of scientific purchasing, 
inasmuch as product appropriateness and supplier reliability and other 
considerations tended to take a “back seat” to the factor of present and 
future sales to suppliers. Oftentimes, too, the industrial user’s sales de¬ 
partment did not hesitate to put pressure on the purchasing department to 
favor customers and prospects with orders regardless of other important 
considerations affecting choices of suppliers. Today there is a more tol¬ 
erant attitude toward the practice, though there is little doubt that hap¬ 
hazard reciprocal buying represents a departure from rational buying 
procedures. Marketers of industrial goods, as they study how their cus¬ 
tomers and prospects go about choosing suppliers, should make certain 
that the influences exerted by reciprocal buying practices are included in 
their analyses of market behavior. 


CONCLUSION 

Markets and products are two essential components of the mar¬ 
keting process. No marketing transaction can be carried on in the 
absence of either component. The marketer seldom thinks in 
terms of the total market, but, instead, in terms of those subcate¬ 
gories or segments that may be able to use his products. Division 
of the market into the two main categories of ultimate consumers 
and industrial users is useful because of the differences in buying 
procedures in the two groups. Further subdivision into smaller 
segments allows each marketer to define more precisely the po¬ 
tential market for his particular product and to direct his pro¬ 
motional efforts in the most efficient manner to reach that market. 
In the same manner, the classification of products increases the 
efficiency of the marketing process. Whereas the buying behavior 
for all goods varies widely, it is fairly consistent for any single 
category of consumer or industrial goods. 

QUESTIONS AND PROILIMS 

1. Of what value is a breakdown of markets by industrial users 
and ultimate consumers, since the same individual, when 
buying a typewriter for his office is an industrial user, and 
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when buying a typewriter for his home is an ultimate con¬ 
sumer? Is he really likely to act differently in these two 
situations? 

2. Is an understanding of marketing segments equally valuable 
in marketing ail kinds of goods and services? For example, 
how would it help a soap manufacturer, an automobile manu¬ 
facturer, a life insurance company? 

3. If a family’s income is doubled (increasing from 15,000 to 
$10,000) what would you expect to happen to its relative ex¬ 
penditures for food, clothing, and housing? 

4. A retired elderly couple with an income of $5,000 a year from 
retirement benefits and social security may have as much 
buying power as a couple in their twenties with an income of 
$8,000 a year. Explain how this might be true. In what dif¬ 
ferent ways would they be likely to spend their income? 

5. Would you expect the rural market in the United States to be 
essentially different from the urban and suburban mark^ 
in terms of preferences for clothing, food, and leisure time 
activities? Are these differences likely to be larger or smaller 
than regional or geographic differences within like groups, 
e.g., urban dwellers? 

6. Would it be accurate to assume that regional differences in 
consumer preferences are rapidly disappearing with improved 
communication and transportation? Explain. 

7. Why do lower-education-level families spend considerably 
more money on cooking, baking, and salad ingredients than 
college-level families? Do eating habits and income differ¬ 
ences provide a complete explanation? Explain. 

8. Would the Standard Industrial Classification System provide 
an equally satisfactory basis for segmenting the market for 
drill presses as for typewriting paper? Why or why not? 

9. Why should San Diego, California, prove to be a more prom¬ 
ising market for the products of a Seattle, Washington, lum¬ 
ber mill than Denver, Colorado? 

10. If it makes sense to identify different segments of the market 
as potential purchasers of original equipment and replace¬ 
ments, does it make equally good sense to differentiate these 
products and use separate salesmen? Explain. 

11. Explain how cigarettes might be bought as convenience 
goods, as shopping goods, and as specialty goods by different 
consumers. Does this lack of uniformity in classification of 
goods destroy the usefulness of classifying? Explain. 
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12. Can you give examples of products which may have been 
classified as “yellow goods” when introduced and that sub¬ 
sequently moved along the scale to be classified as “red 
goods”? Can you think of a product that has moved in the 
other direction? 

13. Would you recommend using the same kind of salesman to 
sell installations as to sell minor equipment? Why or why 
not? Describe what might be the typical procedure in making 
a sales presentation for each kind of product. 

14. How might the buying procedures differ for a steel fabricat¬ 
ing plant buying sheet steel and a shoe manufacturer buying 
processed hides? In which company would the buying respon¬ 
sibility probably be more important? 

15. Describe the differing viewpoints toward reciprocity likely 
to be held by purchasing agents and sales manager. Would 
you agree that reciprocity is only the refuge of the weak 
sales organization? 



MARKETING 

FUNCTIONS 

3 


Marketing is made up of a number of activities known as 
marketing junctions. Identifying these functions might 
seem simple since it would appear necessary only to item¬ 
ize the various activities required to move goods and 
services from producers to consumers. However, the dif¬ 
ficulty of determining just where marketing begins and 
ends complicates the task of identifying and classifying 
marketing functions. Marketing is defined in Chapter 1 
as “the business process by which goods and services are 
brought into contact with markets and through which 
transfers of ownership take place.” It is a natural over¬ 
simplification to assume that marketing activities are 
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only concerned with the flow of goods and services, but to achieve maxi¬ 
mum efficiency in marketing there must also be a flow of infonnation in 
the other direction—from the market to the producer. This information 
gathering activity may take place before the product is planned or pro¬ 
duced. Thus, it is logical to think of the marketing process as beginning 
and ending with the consumer, with information flowing from the con¬ 
sumer to the producer and goods flowing back to the consumer from the 
producer. 

Marketing is involved in all business functions. There are no clear-cut 
lines separating it from production, personnel, and many other business 
functions. Nor is it ever restricted within a single business enterprise. It 
overlaps and is spread among producers, other businesses engaged in 
marketing known as marketing institutions, and consumers. Similarly, the 
marketing of almost every commodity or service is subject to varying 
applications of different marketing, and nonmarketing iunctions and is 
carried on by diverse groups of institutions. 

The activities most easily identified as marketing functions are those 
concerned with bringing goods into contact with markets. Selling is one of 
these. Buying, the other side of selling, is not so easy to identify as a 
marketing function, such identification depending on who is buying. A re¬ 
tail store, for example, is primarily involved in marketing as opposed to 
producing, so most of its activities are concerned with marketing. The 
“buying” of merchandise for resale is one of the retailer's most important 
tasks, for to achieve his aim of selling goods to the consumer, he must 
buy those things the consumer needs and wants. But, is buying as clearly 
a marketing function for a manufacturing firm? In some instances, his 
buying decision is influenced by the effect his purchase has on the mar¬ 
ketability of his product; in other instances, it is influenced by the effect 
on product costs. The selection and purchase of wood for television cabi¬ 
nets mainly affects the marketability of the finished product, but the 
selection and purchase of metal for the receiving equipment inside the 
cabinet is for the most part a production problem. In most cases the 
purchasing agent is influenced by both marketing and production needs— 
so, to most manufacturers, buying is properly looked upon as a marketing 
function, but one whose performance is frequently conditioned by pro¬ 
duction considerations. 

Activities not directly concerned with bringing goods into contact with 
markets are more difficult to identify as marketing functions. It is for this 
reason that manufacturers’ buying activities are often considered solely 
a production responsibility. Marketing is also concerned with product 
planning and design since a product must be fitted to the needs and de¬ 
sires of the consumer. A manufacturer must discover these needs and de¬ 
sires in an early stage of product development work. 
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MarkeUag functions are often performed by the consumer himself. 
Marketers strive to move goods or service into the hands of consumers, 
but it does not necessarily follow that all marketing then ceases. For ex¬ 
ample, storage is normally thought of as a marketing acrivity. Potatoes, 
which are produced seasonally, are held and sold throughout the year by 
marketing organisations, but sometimes individual consumers take over 
part of the storage function. They may buy bushels of potatoes to store 
in their basements. The storage function continues to be performed, but it 
is transferred from marketing organisations to consumers. 

CLASSinCATION OF MAIKITINO FUNCnTIONS 

Classification of marketing functions makes it easier to analyse specific 
marketing situations. Identification of separate activities common to 
large numbers of businesses engaged in marketing makes it possible to 
compare and analyze marketing policies and decisons in different organ¬ 
isations. It is of little value to the marketing administrator to learn that 
the overall marketing performance of his firm is inferior to that of a com¬ 
petitor, because he doesn't know where to start in improving it. But, if he 
learns that his transportation costs are higher than average, or that his 
advertising expenditures are excessive in terms of resulte, he knows where 
to direct his efforts toward improvement. 

No general classification of marketing functions can be used to analyze 
the marketing situations of all firms. Such a system must first be modi¬ 
fied to fit the specific marketing circumstances of any firm. Keeping this 
in mind, we may classify marketing activities into three categories con¬ 
taining nine functions in all: 

Merchandising Functions 

1. Product planning and development 

2. Standardizing and grading 

3. Buying and assembling 

4. Selling 

Physical Distribution Functions 

5. Storage 

6. Transportation 

Auxiliary Functions 

7. Marketing financing 

8. Risk bearing 

9. Market information 

These functions are listed in a logical sequence for purposes of discussion. 
The merchandising category starts with an analysis of market needs and 
the development or procurement of products or services to fill these needs 
and ends with the activities necessary to create a demand for these prod- 
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ucts and services. The physical distribution category is concerned with 
the activities necessary to make these products and services available 
at the time and place where the consumer needs them. The last category 
includes the supporting activities necessary to the effective performance 
of the merchandising and physical distribution functions. 

Merchandising Fvndions 

Merchandising consists of those activities necessary to make available to 
the market the products or services that fit the needs of that particular 
market and to create a demand for these products or services. Establish¬ 
ing standards of product uniformity makes it easier to build consumer 
demand, so grading and standardizing is also logically included as a mer¬ 
chandising function. 

PRODUCT PLANNING AND DEVELOPMENT. Consumption and consumer 
satisfaction are necessary if the marketer is to achieve his goals of sales 
and profits. A product, to be successfully marketed, must as nearly as 
possible conform to consumers’ or users’ needs and desires, and this re¬ 
quires frequent product adaptation. This product adaptation is an endless 
process in most industries, with improvements in products as a result of 
research plus changing consumer demands creating continuing product 
obsolescence. In rapidly growing industries, such as electronics, products 
developed within the last twenty years normally account for over half of 
sales and profits of more progressive companies, because the older prod¬ 
ucts experience declining demand and profits leading eventually to obso¬ 
lescence and cessation of demand. In such industries, the company which 
does not innovate almost certainly faces gradual elimination from the 
market. In other industries, in spite of the fact that the rate of product 
obsolescence may be slower, the same general rule holds true though over 
longer periods of time. 

The marketing executive is assuming an increasingly important role 
in product planning and development, because he brings to the subject an 
important viewpoint not shared by other executives. Traditionally, prod¬ 
uct development has been the responsibility of engineering, technical re¬ 
search, and, to a lesser degree, production departments. Engineers design 
products which will meet set performance standards, e.g., an automobile 
engine that wdll provide a cruising speed of 75 miles per hour and gas 
consumption of no more than one gallon in twenty miles. Production men 
modify these designs so that products can be manufactured by the most 
efficient and economical method that will retain the performance speci¬ 
fications. 

But marketing men are concerned with performance only when they 
are convinced that consumers are too. Consumers often seem more inter- 
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ested in appearance and so-called “non-essential” external details than 
they are in performance, which they apparently take for granted. They 
seem satisfied, for example, that several manufacturers provide satisfac¬ 
tory refrigerators, so in selecting a brand, many are influenced by such 
“extras” as automatic ice cube makers and revolving shelves. Products 
with superior engineering and performance characteristics are often re¬ 
jected in favor of just-adequate products with more attractive design and 
“extra” features. Some consumers are more interested in superior engi¬ 
neering and performance characteristics and by joining consumer organ¬ 
isations, such as the Consumer Union, they receive information enabling 
them to make their product selections in a more rational manner. Since 
these groups comprise a very small portion of the total market, the mar¬ 
keter cannot rely on their business alone to operate profitably. He must 
still provide the attractive design and “extra” features to attract the mass 
market. 

The growing recognition of the importance of satisfying changing con¬ 
sumer product preferences is shown in many businesses by the trend to¬ 
ward assigning a more important role to the marketing division in the 
organizational responsibility for product planning and development. For 
the same reason, middlemen, too, consider product planning and develop¬ 
ment, which usually takes the form of changes in product lines handled 
or services offered, crucial to the success of their operations. A grocery 
wholesaler who begins a cash-and-carry service is engaging in product 
planning at the wholesale level. A men’s clothing store which adds a selec¬ 
tion of women’s clothing or abandons delivery service is engaged in prod¬ 
uct planning at the retail level. Both retailers and wholesalers are inclined 
to call such changes “merchandising,” but what they are actually doing 
is comparable to what manufacturers do under the name of product plan¬ 
ning and development. Even the farmer engages in product planning 
when he switches crops to meet what he believes will be consumers’ de¬ 
mands. In replacing string beans with artichokes because of a rise in the 
demand for artichokes, he is attempting to readapt his output to the 
changing requirements of the market. The decision to change products 
and product policies usually results from the acquisition of new informa¬ 
tion about the market. Thus, the market information function, to be dis¬ 
cussed later in this chapter, functions hand-in-hand with product planning 
and development. In a like manner, all of the functions are interrelated. 

8TAN0ABDIZING AND GBADINO. Standardizing and grading involve the 
establishment of basic measures or limits to which articles must conform. 
A standard consists of the specifications or basic limits to the qualities or 
characteristics that products must have to be of designated grades. 
Standards should be based on the qualities desired by buyers or on the 
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use to which the article is to be put. For example, in the manufacture of 
clothing it is useful to establish standards of si*e so that all size-12 
dresses will fit the same individual. Grading is the act of separating or 
inspecting the goods according to the established specifications to deter¬ 
mine their grade. The specifications are set by the standards established 
and may include size, weight, color, quality, etc. 

Standardizing and grading arc important to efficient marketing. Both 
facilitate the buying function by making it possible for buyers to pur¬ 
chase by description, e.g., ordering a ton of steel or coal of a specified 
grade by mail or by telephone. The only alternative to purchase by de¬ 
scription is for the buyer to go to the seller’s warehouse and examine the 
goods before purchase or to ask the buyer to send him a sample of each 
lot of goods before he makes his buying decision. Both standardizing and 
grading facilitate the selling task by making it possible to “merchandise” 
products closer to just what consumers and other users want. A mixed lot 
of ungraded fruits is less attractive to prospective customers and com¬ 
mands a lower total price than the same lot after it has been graded and 
priced by grade. Also, consumers of both agricultural and manufactured 
products return again and again to buy these products which consistently 
meet their needs. Grading also helps in streamlining the physical handling 
of many farm products, since it makes it possible to mix the property of 
different owners for purposes of storage and transportation. This charac¬ 
teristic of graded goods permits the grain elevator operator to store the 
crops of different farmers in a single elevator, and it allows the transpor¬ 
tation company to mix the same crops in shipment. 

“Standardization,” the use of standards, is applied to manufactured 
goods. The first step in standardizing involves the establishing of certain 
physical standards to which the product should conform. For the individ¬ 
ual manufacturer, management must decide on standards for the product, 
and then set controls over the manufacturing process so that the goods 
meet the standards within set tolerances. A farmer who can do little to con¬ 
trol the physical characteristics of his product, uses grading primarily as a 
means for describing his product accurately. But a manufacturer who can 
control product specifications must start with an assessment of the market 
before selecting standards to which he wants his product to conform. With 
the system of standard sizes established for shoos, the shoe manufacturer 
is able to plan his production accordingly. He can measure the potential 
market for each shoe size and produce each in proportion to the probable 
demand, or he may decide to produce only certain sizes. 

“Grading” refers to the application of basic descriptive standards, such 
as size, color, or weight, to the products of nature, where growers or pro¬ 
ducers have very limited control over their products’ physical specifica¬ 
tions. Orange growers, for example, find that they cannot produce oranges 
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which are all uniform in size. Proper thinning increases the average size 
of the oranges, but the range of individual sizes will still be very wide. 
Since the United States Department of Agriculture has set standards for 
the sizes and grades of oranges, growers can now sort their crops according 
to these sizes and end up with oranges in each of several sizes or grades 
each of which will command a higher price that the ungraded fruit. This 
is only one example of grading. Grades may be established for other phys¬ 
ical properties of natural products, but for grading to be used, all such 
properties must be measurable. Thus, canned peaches can be graded in 
terms of properties such as sugar content, color, and size, but they cannot 
be graded in terms of taste, because there is no objective way of measuring 
differences in individual standards of taste. Grading not only facilitates 
the marketing tasks of producers, as described earlier in this section, but it 
also makes it easier for consumers to identify the specifications of the 
products which they buy. 

Standardizing is most effective when it is adopted on an industry-wide 
basis. Otherwise, a consumer may not safely expect a size 9 to be the same 
no matter which company made it. Trade associations and government 
agencies are responsible for securing the adoption of standards. Standard¬ 
ization in each industry is normally carried out on a voluntary basis, and 
there are some industries which still have not adopted standards. Although 
there are many farm products, such as tobacco, which do not lend them¬ 
selves easily to grading, because the product characteristics important to 
the consumer cannot be measured objectively, grading and standardization 
are widespread in American business today. 

BUYING AND ASSEMBLING. Buying, as a marketing function, is the pro¬ 
curement of goods or services for eventual resah* to the consumer or indus¬ 
trial user. Goods purchased by the producer arc used in the manufacturing 
process and usually reach the consumer or user in different form as a part 
of the finished product. Goods purchased by middlemen are resold in 
essentially the same form to otlicr middlemen or the consumer or user. 
Another important part of the buying function is assembling, bringing 
together a wide variety of goods for resale by a single establishment, or 
bringing together a large amount of similar goods of many producers from 
a broad geographic area for resale in a single region. Assembling is per¬ 
formed primarily by the middleman. For example, the products of many 
small farmers from different sections of the country are assembled by 
centrally-located wholesale distributors who distribute them to smaller 
regional wholesalers for eventual sale by retail grocers to ultimate con¬ 
sumers. Similarly, large retail outlets such as department stores and super¬ 
markets assemble the products of many manufacturers and producers so 
that consumers can satisfy a variety of needs on one shopping trip. 
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Successful buying require an ability to estimate the consumers’ needs 
and desires weeks and even months in advance. Ordering merchandise that 
will be delivered and placed on sale two or three months later, manufac¬ 
turers and middlemen are in effect trying to anticipate what consumers 
will do in the future when the consumers are not sure themselves. Busi¬ 
nessmen expect to make a certain percentage of buying errors and allow 
for this in the original price they place on merchandise. But, if the margin 
of error is too high, the loss from price reductions may wipe out the busi¬ 
ness. Under these circumstances it is important that a manufacturer or 
middleman understand the theory of purchase probability. This theory 
holds that the number of prospective customers varies with the variety of 
assortment of any given item.* For example, the more brands of coffee 
a grocer stocks, the more coffee purchasers he is able to attract. But, the 
potential increase in income from a wider assortment must be balanced off 
against the added cost of stocking such merchandise. If the grocer stocks 
ten brands of coffee, he will be able to satisfy the preferences of nearly 
every customer. If he only stocks the five most popular brands, he may 
lose fifteen to twenty per cent of the potential sales, but his investment in 
merchandise will only be half as much. He must, therefore, balance the 
expected income from the sales of each item added to the assortment 
against the added costs to determine the optimum assortment. 

It is important for a businessman to know his customers’ needs and 
buying habits so that he can accurately predict their buying actions. A 
retailer must have knowledge about the consumers who comprise his mar¬ 
ket, their income levels, their product preferences, their shopping habits, 
etc. A wholesaler, who is one further step removed from ultimate consum¬ 
ers, must have just as complete an understanding of his own customers, 
the retailers, and at least a general knowledge about their customers to 
perform his own buying job successfully. Similarly, the manufacturer 
must be familiar with the buying habits, financial needs, promotional poli¬ 
cies and other such information about his own immediate customers, but 
he must also be acquainted with the needs and buying patterns of other 
marketing intermediaries further removed down the distribution channel 
and finally the ultimate consumer at the end of that channel. 

The importance of buying and assembling varies widely with the differ¬ 
ent marketing institutions. To a producer, it is often less important than 
other marketing functions since the marketability of his goods depends 
to a much greater extent on product design and good manufacturing than 
upon the materials that are used to produce his product. But, since the 
quality of raw materials affects the quality of a finished product, a manu- 

1 For a detailed discussion on the probabilities of purchase, see; F. E. Balderston, 

"Assortment Choice in Wholesale and Retail Marketing," Journal of Marketing, 

Vol. XXI (October 1956), pp. 175-183. 
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facturer must buy these materials with an eye to consumers’ demands. 
Even farmers must select their seeds and growing stock with consumer 
preferences in mind. It is to the middleman that buying assumes its great¬ 
est importance. Since he resells the products he buys in the same form, it 
is only through his performance of the buying function that he can satisfy 
the demands of his customers. Department stores attach so much impor¬ 
tance to buying that their merchandising executives usually are known 
as buyers, even though these executives are normally responsible for both 
buying and selling. In retailing high style or fashion merchandise, skill in 
buying often determines ultimate success or failure. The department store 
buyer who overestimates the acceptance of a new fashion by his customers 
may find himself at the end of the season with a large stock of dresses 
that must be liquidated at less than cost. Added to this direct loss is the 
loss of potential sales that would have been made if the same money had 
been invested in acceptable merchandise. Such mistakes, if repeated very 
frequently, will cause bankruptcy. Retailers have an expression which 
sums this situation up: “Goods that are well bought are already half sold.” 

SELLING. Selling, in its broad sense, aims not just at making sales but 
also at finding buyers, stimulating demand, and the providing of advice 
and service to buyers. If a marketer is to reach these selling goals, he 
must be able to effectively combine such activities as advertising, sales 
promotion, packaging, personal selling, and customer service. Although 
some marketers will rely on just one of these activities, most realize that 
the best results come from some combination of several activities. 

Advertising. Because advertising generally is a relatively low-cost 
method of conveying selling messages to large numbers of potential cus¬ 
tomers, it plays an important role in the majority of sales programs. Ad¬ 
vertising is used not only as a method of stimulating demand but for many 
other purposes. It can secure leads for salesmen and middlemen by pro¬ 
viding a handy way for the reader to write in for more information and 
by listing sources of supply in each territory. It can force middlemen to 
stock the product by building consumer interest. It can educate dealers’ 
salesmen in uses and applications of the product. And it can build dealer 
and consumer confidence in the company and its products by building 
familiarity through repetition. 

Marketing management’s most frequent assignment to advertising is to 
stimulate market demand. By using advertising to “pre-sell” customers, 
that is to arouse and intensify their interest in advance, marketing man¬ 
agement hopes to facilitate the selling task of the personal sales force. 
Advertising, when used as the only selling method, seldom can be relied on 
to consummate sales in sufficient volume to justify the expenditures in- 
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curred. However, skillful advertising may succeed in achieving consumer 
acceptance or preference, or even demand for the product. Advertising, 
then, must usually be used with at least one other form of selling, such as 
personal selling or point-of-purchase display, which are more effective in 
the direct stimulation of prospective consumers to buying action. Good 
advertising may arouse a consumer’s interest, but it will rarely send him to 
retail stores actively seeking the product. When he is in a store, and his 
attention is called to the product through an effective display or the 
advice of a sales clerk, the previous impact of advertising will help per¬ 
suade him to make a favorable buying decision. 

Sales Promotion. Sales promotion consists of those selling activities 
which both supplement and coordinate personal selling and advertising, 
helping to make them more effective. Examples of these are displays, 
shows and expositions, demonstrations, and other unusual, non-recuri^nt 
selling efforts. Thus, the main purpose of sales promotion is to impel on- 
the-spot buying action by prospective customers. As might be expected, 
such devices are used more widely in consumer marketing than in indus¬ 
trial goods marketing. Perhaps, the main explanation for this lies in the 
fact that ultimate consumers seem to be more susceptible to making pur¬ 
chases on an impulse basis. There is no doubt that a well-designed placard 
used with a product display, or a special display rack designed to hold a 
product which is otherwise difficult to display, not only succeeds in attract¬ 
ing customers but often causes them to buy. Placards and displays are 
also used to provide customers with information about the product. With 
the development and growth of self-service retailing, consumers have come 
to depend less on sales clerks and more on sales promotional devices as 
sources of information. 

Packaging. Marketing management expects the package to attract 
consumers’ attention at the point of purchase, to furnish consumers with 
needed information about the product, and to provide the extra push which 
is so often required to propel consumers into buying. With the spread of 
self-service retailing, packaging, too, like sales promotion, has expanded 
in importance as a marketing activity. Management once considered pack¬ 
ages significant only as containers for their products and assigned sole 
responsibility for the packaging activity to manufacturing departments. 
The basic purpose of a package is still to serve as a container but now 
management also expects it to play various marketing-type roles which 
resemble those played by sales promotion devices. Especially where a 
product is retailed through self-service outlets, a package, like a promo¬ 
tional display, relates the product to the manufacturer’s advertising and 
makes the consumer aware of its availability in the retail store. In self- 
service retailing, sal^men are responsible for persuading retailers to stock 
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the manufacturer's product; advertising is intended to make prospective 
consumers aware of the product, its uses, and its advantages, and pack¬ 
aging skill serves as a tie-in between the efforts of the salesmen and the 
accomplishments of the advertising. 

Personal Selling, Personal selling continues to provide the chief 
means through which marketing programs are implemented. Usually, ad¬ 
vertising and other sales methods supplement personal selling. In some 
situations, such as in selling life insurance, sales can be made only through 
person to person contacts in which it is possible to fit an on-the-spot sales 
message to the special needs of each customer. Ordinarily, however, per¬ 
sonal selling is the most costly way of making sales, since large investments 
are necessary to recruit, train, pay, and supervise salesmen, and to provide 
for their expenses in the field. Marketing management, at least in theory, 
should use advertising and other more economical sales methods up to the 
point where their marginal efficiencies are equated with that of personal 
selling. Thus, although the cost of each advertising message per person 
contacted is much lower than the cost of each personal sales contact, it 
may take a very large number of repetitions of an advertising message to 
motivate a customer to buying action, and it might take only a single 
good sales talk to do the same. Usually, the least expensive selling job is 
achieved through some combination of personal selling and other promo¬ 
tional methods. 

Customer Service. As a selling activity, customer service provides as¬ 
sistance and advice to customers on such matters as product installation, 
operation, maintenance, and repair. For the prospective buyers of many 
products, availability and adequacy of customer service is a major factor 
in choosing among competing sellers. Thus, by providing superior customer 
service facilities, a seller may be able to obtain the patronage of certain 
buyers even in the face of strong price competition. As more and more 
technical features are added to a product and it becomes more compli¬ 
cated to install, operate, and maintain, the element of customer service 
becomes more important as an instrument of competition among sellers. 

It should be re-emphasized that marketing management does not usually 
depend on just one of these selling activities, but rather tries, through 
continuous experimentation, to determine a most favorable combination 
of all of them. (A blend of selling activities into a coordinated sales pro¬ 
gram is called a promotional mix.) The most favorable, or optimum pro¬ 
motional mix varies with different institutions; it even varies for the same 
institution at different times. The promotional mix for any company must 
be designed to fit the characteristics of that company and its changing 
marketing situation. A marketing manager mu t be skilled not only in 
planning an optimum promotional mix, but in coordinating the different 
lulling activities so as to obtain maximum profits. 
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Functions of Physical Distribution 

Storage and transportation are the functions necessary to move goods from 
the time and place of production to the times and places of consumption. 
These two functions are normally performed together, and managerial 
decisions on either transportation or storage must be made in view of their 
effect on the other function. For example, a retailer may find that he can 
reduce transportation costs considerably on standard items by purchasing 
them less frequently and increasing the amount of each purchase suffi¬ 
ciently to make up a full carload, because the railroad rates for a full 
carload are considerably lower per pound or cubic foot than for partial 
carloads. Yet, to determine whether there is any net saving this retailer 
must balance the reduction in transportation costs against the increase in 
storage costs from purchasing in larger quantities. 

As the industrial organization of a society becomes more complex, and, 
as it reaches higher stages of economic development, the marketing func¬ 
tions of storage and transportation become more important, In a highly 
developed and complex society, such as in the United States, most of the 
producer s customers are located hundreds and even thousands of miles 
away, and goods must be transported to, and stored at points which are 
more accessible to these customers. In countries at a high stage of eco¬ 
nomic development, such as the Western European countries and the 
United States, most manufacturers produce in anticipation of market de¬ 
mand and store these goods until they can be sold, whereas those in 
underdeveloped countries customarily wait for an order before they begin 
manufacturing and have no need to store finished goods, although they 
may have to maintain minimum stocks of raw materials. In the most 
simple and most underdeveloped economies, goods arc made primarily for 
the personal consumption of the producer and his neighbors. When the 
maker sells his goods in societies of this sort, the buyers are usually tlie 
ones who perform the transportation and storage functions. 

STORAGE. Since, in our complex economic system, goods are usually 
produced in anticipation of actual market demand, the storage function 
must be performed. This means that manufacturers, wholesalers, and re¬ 
tailers all must hold stocks, or inventories of goods, until a consumer 
demand arises. When consumers buy goods from retail outlets, retailers’ 
inventories are reduced and must be replenished from wholesalers’ inven¬ 
tories which also must, in turn, be replenished from the manufacturer’s 
inventory. Similarly, the consumer’s own stock of goods is reduced by his 
own consumption and replenished by his purchases. When there is a 
demand for a good^ stock levels fluctuate all along the line of distribution. 

This constant storage-in-anticipation is unavoidable for another reason. 
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The American consumer, accustomed to convenience, insists on an imme* 
diate availability of many kinds of goods. But at the same time, he has 
neither the storage space nor the desire and ability, generally, to pay for 
more goods than he can use in a short space of time. So, since the only 
alternative to his holding the goods until he needs them is for him to buy 
them just before he is ready to use them, someone must store the goods 
until he is ready to buy. That function must fall to the middlemen and 
producers who await his convenience. 

In addition to the basic reason given above, marketers have three other 
main reasons for holding goods in storage. Goods are stored to even out 
seasonality in production or in sales. A manufacturer of Christmas orna¬ 
ments only has a market for his goods for a few weeks before Christmas, 
but he may find that his production costs are lower if he divides his 
production equally throughout the year, storing the inventory of finished 
goods until the selling season. Similarly, many farm products are har¬ 
vested in only one season but are consumed throughout the year, so they 
must be stored from one producing season to the next. Another reason for 
holding goods in storage is to obtain economies in other business opera¬ 
tions. Manufacturers who make products of many sizes, like nuts and 
bolts, may use the same machines to produce a number of sizes, and they 
often find it most economical to schedule long production runs involving 
several weeks' supply of each size at a time, instead of manufacturing the 
total needs of each size weekly. A third reason for holding goods in stor¬ 
age is to improve their quality and value. Products such as cheese, whisky, 
and tobacco must be aged or conditioned to improve their flavor. 

Speculation, or holding goods in anticipation of price rises, is still an¬ 
other reason for holding goods in storage, although it is not purely a mar¬ 
keting reason. A large proportion of the trading in some commodities is 
carried on by speculators who have no need for the goods but who hope to 
profit from anticipated price changes. The fact that goods are held in 
storage for purposes of speculating affects the demand for certain prod¬ 
ucts and, hence, also prices. Consequently, speculation is of considerable 
interest and importance to marketing men. 

TBANSPORTATiON. Transportation is a necessary function of marketing, 
because most markets are geographically separated from production areas. 
Many large factories are purposely located away from densely populated 
urban areas to avoid population and traffic congestion and high land costs, 
. with the expectation that the lower costs in the nonurban location will 
more than compensate for the cost of transporting the goods to urban mar¬ 
kets. Other manufacturing plants are separated from their most important 
markets because of historical accident. The founder of a business may 
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have started in his own home town, and as he prospered and grew, he 
moved ever farther from the factory to find new markets for his expand¬ 
ing production facilities. Eventually, he may have built new plants nearer 
his more distant markets, but under similar conditions other manufacturejos 
have discovered that they could save more in production cost in a single 
large plant than they could saA'e in transportation costs by locating a 
number of small plants near the markets. In other industries, such as 
lumber and steel, w'here the costs of transporting the raw material are 
much higher than for the finisher! goods, manufacturing facilities are lo¬ 
cated near the source of raw materials As ith little regard for the location 
of markets. These examples help to explain why transporting goods to 
markets is an important function of the distributive organization. 

Goods are sent to market in a number of ways, the most important of 
which are rail, truck, air, water, and parcel post. No .single metliod is best 
for shipping all goods under all circumstances. The importance of speed 
in getting the goods to market must be balanc<‘(l against the cost of faster 
transportation. A company may, under different conditions, use different 
kinds of transportation to ship the same merchandise. Often, large organi¬ 
zations whieh can afford the services of experts will sot up separate traffic 
departments with full responsibility for the transportation function. In 
all instances, however, the way the transportation function is performed 
remains a matter of vital importance to the marketing manager. 

Auxiliary Functions 

The remaining marketing functions are classified as auxiliary functions, 
because, although they arc not directly involved in the transfer of owner¬ 
ship of goods and services, they help out or are involved in carrying out 
the other functions. Included in this category are marketing financing, 
risk bearing, and market information. Because of tlu; relationships they 
bear to the formulation of marketing and other basic bu.sine.ss policies, 
top-management often paj's closer attention to these functions than it 
does to others. 

MARKETING FINANCING. The marketer is concerned with finance both 
as a receiver and as a source of credit. As a receiver, he sometimes has to 
use short-term financing to tide his business over seasonal peaks which 
may require additional investment in inventory and higher promotional 
expenses. Some retailers increase their inventories of merchandise 50 per 
cent or more above average during the two or three months before Christ¬ 
mas and increase their sales force and advertising expenditures accord¬ 
ingly. If the permanent capital investment is maintained at a level high 
enough to meet these seasonal needs, much of this money would lie un- 
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productive the remainder of the year. Consequently, most businessmen 
prefer to finance seasonal variations in expenses through credit. The fi¬ 
nancing and storage functions are closely related since large-scale storage, 
such as is provided by grain elevators, usually creates a need for additional 
financing. In such instances, the business organization is a receiver of 
credit. 

Marketing organizations have two main sources of credit: trade credit 
and banks. Trade credit, an important source of short-term financing, is 
the credit extended by suppliers on the merchandise they sell. Manufac¬ 
turers and middlemen offer their customers credit terms allowing them 
from as little as ten days to as much as 120 or more days in which to pay 
for their purchases, depending on the industry. Trade sources are usually 
more willing to assume greater credit risks than banks, but trade credit is 
also the most expensive. For this reason, most marketers consider banks 
their main source of credit. General financial institutions, such as banks, 
carry most of this credit load, but some specialized financial institutions 
have evolved to meet special marketing needs. One such institution is the 
factor, which serves marketers in several industries but is most important 
in the textile trade. The factor is a financial institution that provides 
credit by lending money on accounts receivable from customers, or pro¬ 
vides cash by purchasing the accounts outright. 

Providing credit to customers is essential to the success of most market¬ 
ing institutions. A high percentage of retail sales of high-priced durable 
goods, such as automobiles and furniture, is made on the installment plan. 
Surprisingly few consumers are both willing and able to pay cash for such 
items, and there is no doubt that installment credit has made it possible 
for many more consumers to purchase such merchandise. Department 
stores and a number of other types of retailers use credit (usually charge 
accounts) as a powerful device for attracting patronage. At the wholesale 
level of distribution, most transactions are made on a credit basis. Mer¬ 
cantile credit, which is credit granted by manufacturers and wholesalers, 
not only assists in but greatly simplifies the transfer of goods, for by ex¬ 
tending this credit to buyers, the seller avoids the complications involved 
in having independent shippers make collections on delivery and the em¬ 
barrassment of asking customers to pay at the time they place their orders. 

RISK BEARING. Marketing risks arise from changes in supply and de¬ 
mand, and from natural hazards. Any institution that carries an inventory 
(i.e., holds goods in storage) takes the risk that demand and supply con¬ 
ditions may change. Thus, marketers who perform the storage function 
also perform not only the financing function (by taking ownership of the 
goods) but the risk bearing function as well. Deciding on the proper size 
of an inventory is a problem of all marketing institutions. There is always 



MARKETING FUNCTIONS 67 


the risk that the inventory will not be sold if it turns out to be too large 
in relation to market demand. But if the inventory proves to be too small, 
orders will be lost because they cannot be filled. 

A marketer may transfer part of his burden of risk, eliminating some 
risks entirely and converting others from unpredictable amounts of po¬ 
tential to known items of expense. When a seller agrees to reimburse a 
buyer for any drop in the price of the product that may occur within a 
given period, a buyer succeeds in transferring to the seller the entire risk 
of a price decline during this period. Hedging provides another way to 
transfer the risks of changing prices in a limited number of commodities 
traded on organized commodity exchanges. Its Uvse depends on the existence 
of futures trading, contracts for sale of goods at specified future dates, on 
these exchanges. Hedging is a procedure involving simultaneous sales in the 
futures market when purchases are made in the current (spot) market and 
simultaneous purchases in the futures market when sales are made in the 
current market, so that losses or profits on current transactions are ap¬ 
proximately balanced off against the opposite experience in the futures 
market. 

Risks attached to such natural hazards as fire and floods, deterioration 
of goods in storage, or damage in transit, can often be transferred to insti¬ 
tutions which specialize in assuming such risks. Insurance companies make 
a business of covering all these risks in return for the payment of premi¬ 
ums. When risks are transferred in this way, unpredictable amounts of 
potential loss become, as we have said, known amounts of expense. 

Since many marketing risks cannot be transferred, marketers concen¬ 
trate on trying to reduce them. Risks of changes in market demand may 
be reduced through intelligent sales forecasting and marketing and moti¬ 
vation research. Although the techniques available for measuring potential 
markets are still far from being foolproof, a well considered sales forecast 
can help to reduce the margin of error when inventory size is being decided. 
Also, the risk of a change in market demand may be reduced through an 
aggressive program of advertising, promotion, and personal selling. Rea¬ 
sonably accurate sales forecasting should also be helpful in reducing the 
“supply” risk of being out-of-stock and unable to fill customers’ orders. 
Other risks involved in changing supply conditions, such as the risk that 
an oversupply will cause competitors to cut their prices, may be partially 
offset by differentiating the products (i.e., by building consumer loyalty 
for a particular brand in preference to similar products) in such ways that 
consumers will be reluctant to accept substitutes. To the extent that a 
policy of product differentiation succeeds, a marketer has a degree of 
control over the supply, because his customers will be unwilling to 
change to substitute brands because of a small price differential. In a lim¬ 
ited sense he has gained a monopoly control over the supply of the prod- 
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uct. However, product differentiation is a method of reducing the risk of 
price competition and not of eliminating it. Few marketers ever succeed 
in completely differentiating their products. 

kAKKET INFORMATION. Since marketing managers must serve the needs 
of consumers and users to achieve their ultimate profit goals, their activi¬ 
ties should always be market-oriented. In formulating policies and direct¬ 
ing marketing activities, a marketing executive must be adequately in¬ 
formed not only about his company’s operations, but also about the market 
for his products. Nearly everything that a marketing executive does, or 
fails to do, affects both the business and the market. In making marketing 
decisions, a marketing executive must keep one eye on the market and the 
other on the company. To a great extent, the success of a company’s mar¬ 
keting operation depends on its marketing executive’s ability to evaluate 
such things as the size, location, and characteristics of different markets 
for the product ; the nature of present and potential consumers making up 
various segments of the market, their needs and desires, and their buying 
habits and preferences; competitors’ strengths, weaknesses, activities, and 
plans; and trends in market supply and demand. A marketing executive 
takes this sort of information, appraises its significance for the business, 
and guides himself accordingly. 

In addition to the general types of market information mentioned above, 
there arc particular items of market information which are often extremely 
important. For example, the fact that there is a “market glut” for lettuce 
at Chicago is important to a Texas grower planning to ship carloads of 
lettuce to that area. Similarly, knowing whether Japanese steel producers 
are successful in supplying Pacific Coast steel users is important informa¬ 
tion to a domestic steel company which is planning its transportation, 
storage, selling, and financing. Likewise, an upstate New York manufac¬ 
turer of room air conditioners must learn as soon as possible of the devel¬ 
opment of a “run” on his product in the Washington, D.C., market. Items 
of market information such as these are sometimes called “market news” 
items to distinguish them from other items of market information. Items 
of market news have immediate and often momentary implications for a 
marketer, whereas other more general items of market information have 
a long-range and continuirtg significance for him. 

Marketing executives gather market information in many ways. Much 
of it is obtained rather informally through casual conversations with other 
businessmen; from reading business and trade publications, “syndicated” 
market news letters, and daily newspapers; from new'scasts, and from re¬ 
ports sent by salesmen and sales executives in the field. More formal meth¬ 
ods of gathering information are used for obtaining market information 
of more long-range significance. The methods of sales analysis are applied 
in combing company records for information about the customers and 
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markets. Marketing research is used to tap sources of information which 
lie outside the company. Economic and business forecasting tries to secure 
important items of information with regard to future market conditions. 
An eflfectwe marketing executive knows how to make full use both of 
informal and formal information-gathering methods. He must also be 
expert in interpreting the significance of the gathered information so that 
the company may use it to maximum advantage. 

Variations in Classification of Marketing Functions 
Although the establishment of a systemized classification of marketing 
activities assists in studying marketing and its problems, there is nothing 
sacred about any one system of classification in analyzing the activities 
of a specific firm or industry. For a perfume manufacturer, packaging and 
advertising may be so important that they deserve to be classified as 
separate marketing functions while storage may be so unimportant that it 
does not deserve such separate classification. An exam])le in reverse is that 
of a retailer who attaches considerable importance to. storage and hardly 
any to packaging. Each marketing institution can benefit from setting up 
it? jwn classification of marketing functions emphasizing those activities 
which are important to the success of the business, and de-erophasizing 
those activities which are less important. Each business must have certain 
goals, and the list of functions is simply a description of the activities 
necessary to reach these goals. 

If the numbers and kinds of functions required vary with the producer, 
the product, and the method of distribution used, we may reasonably ask 
whether it is meaningful to classify into general groups functions which 
are performed under many sorts of varying circumstances. Certainly farm¬ 
ers, unlike manufacturers, cannot change the design of their products to 
meet consumers’ changing needs and desires. Melon farmers are aware 
that consumers w'ould prefer seedless watermelons, but are unable to de¬ 
velop such products themselves. They can only hope that plant scientists 
will eventually develop such products. Hence, farmers have little practical 
interest in product design. Despite such variances, different institutions 
still share enough in the way of common aims and activities to permit 
generalizing about marketing functions. 

The differences apparent in the lists of marketing functions put forward 
by marketing writers reflect this variation in business goals.” Most writ¬ 
ers include much the same activities as functions or subfunctions. The 
differences among the classifications presented by marketing writers lie 
in the varying emphasis which is placed on certain activities. 


2 For aotno liots of function* see: T. N. Beckman, H. H. Maynard, and W. R. David- 
aon, Prineiplet of Marketing, 0th ed. (New York: Ronald Pres*, 1957), p. 35; and 
P. D. Converee, H. W, Huegy, and R. V. Mitchell. The Elements of Marketing, 6th ed. 
(Englewood Gliffa, N.J.: Prentice-Hall, 1058). p. 140. 
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PIRPORMANCI OP MARRITINO 
PUNCTIONS AND MARKETiHO EPPICIINCY 

Some marketing theorists believe that repetition in the performance of 
marketing functions is a sure sign of marketing inefficiency. This is not 
necessarily so. Some functions must be repeated at each step in the chan¬ 
nel of distribution. For example, buying and selling functions may be per¬ 
formed several times since, in the distribution of a product, each middle¬ 
man customarily both buys and sells. But, finding in this reason a further 
example of inefficiency, these theorists suggest that marketing costs could 
be reduced if certain middlemen were eliminated. If this line of reasoning 
is followed to its logical end, direct sale by producer to consumer would 
be the most efficient distribution method. In some instances, of course, as 
in the marketing of certain industrial goods, direct sale is the most efficient 
distribution method. But in most marketing situations, direct sale is not 
very efficient. In marketing many types of consumer goods, direct sale 
from the producer to the consumer is clearly impractical. The distribution 
of potatoes is a good example of this. Potatoes are raised by thousands of 
farmers dispersed throughout the country but generally located at a dis¬ 
tance from the major markets. Potatoes are consumed by most Americans, 
the majority of whom are located in urban areas. These consumers nor¬ 
mally buy potatoes frequently and in small quantities—at maximum a 
few weeks’ supply in each purchase. To sell direct to consumers, farmers 
would have to assume total responsibility for storing, transporting, grad¬ 
ing, and selling without the aid of retailers and other middlemen. To do 
this job they would need market information and financing and would 
have to assume the total burden of marketing risks. Direct distribution of 
potatoes would be prohibitively expensive and, at the same time, would be 
highly inconvenient for many consumers who prefer to buy all their food 
needs together and at a time of their own choosing. Even with such prod¬ 
ucts as soap and flour, produced mainly by a few large manufacturers, 
direct distribution is still impractical because people buy these products 
so frequently and in such small quantities that the amount of money real¬ 
ized from each sale would be insufficient to cover the costs of reaching the 
customer. Distribution channels for such products are necessarily long, 
and individual marketing functions must be performed several times as 
products move from producers to consumers. But at each stage in distribu¬ 
tion, these functions are performed in specialized ways and, under these 
conditions, it is often true that shortening the distribution channel results 
in increased distribution costs and reduced marketing efficiency. 

So we see that repetition of marketing functions by successive levels of 
middlemen does not necessarily imply marketing inefficiency. It probably 
costs less for a wholesaler’s salesman selling the products of hundreds of 
manufacturers to call on a retailer than it does for the salesman of a single 
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manufacturer to make the same call. Eliminating the wholesaler and his 
salesmen would mean that the manufacturers would have to hire salesmen 
to call on the retailers. The manufacturers would probably soon discover 
that the costs of direct representation exceeded the costs of having a mid¬ 
dleman perform the same functions. 

According to an old marketing saying, “you can eliminate the middle¬ 
man, but you cannot eliminate his functions.” The marketing functions 
must still be performed. The question is not which functions will be per¬ 
formed, but rather which combination of marketing institutions will be 
able to perform them most efficiently. And ultimately, the most important 
step is the proper division of responsibility among the institutions per¬ 
forming the functions at the different levels of distribution. 


CONCLUSION 

In this chapter, we have examined the functions which are per¬ 
formed in marketing goods and services. The emphasis has been 
on the marketing process and the functions performed during vari¬ 
ous phases of that process. Little has been said about the market¬ 
ing of individual products or about the institutions engaged in 
marketing, and what has been said has been by way of illustrating 
the performance of specific marketing functions. This is as it 
should be. Marketing functions, products, and marketing institu¬ 
tions are all essential elements of marketing. But it is the market¬ 
ing functions that determine which products move through what 
combinations of marketing institutions, and that is why we have 
emphasized marketing functions and not products or marketing 
institutions. 


9UISTIONS AND PROBLfMS 

1. “Marketing is involved in all business functions.” Can you 
justify this statement, or does it merely reflect the prejudices 
of a marketing man? 

2. Some of the marketing functions, such as transportation, stor¬ 
age, marketing financing, and product planning, are rarely 
placed organizationally under the top marketing executive. 
Explain this. 

3. Is a marketing expert more likely to be “right” in a disagree¬ 
ment with a production expert over product specifications or 
characteristics? How would you determine this? 

4. Can you provide an answer to the argument that it is to the 
advantage of the individual producer to avoid standardiza¬ 
tion in his product and its parts so that the buyer is forced 
to return to him for repair and servicing? 
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6. It has been claimed that grading of a^icultural products is 
essentially worthless because it is not possible to measure the 
really important product differences such as flavor and tex¬ 
ture. Discuss. 

6. Retailers often use the expression, “Goods well bought are 
already half sold.” Would you assume from this that selling 
is probably a less important function than buying to the re¬ 
tailer? 

7. Since advertising normally arouses consumer interest, but 
will rarely stimulate prospects to buying action, it should be 
allocated only a small share of the promotional budget. Com¬ 
ment. 

8. Do you think it is likely that special promotional devices 
such as coupons and trading stamps have very little effect on 
total demand and, therefore, merely raise prices to the con¬ 
sumer? 

9. Packaging, the silent salesman, is an important factor in the 
sale of most food products. Why do you suppose it has been 
of such little importance in the sale of hardware products? 

10. Maximum efficiency is achieved by evaluating total physical 
distribution costs instead of the separate costs of transporta¬ 
tion and storage. Will this explain why it might be more eco¬ 
nomical for a shipper to use higli-cost air freight instead of 
rail? 

11. Give some reasons why a company may, under different con¬ 
ditions, use different kinds of transportation to ship the same 
merchandise. 

12. Consumer credit is an extremely important factor in the sale 
of many hard goods. Explain, then, w'hy the responsibility 
for the management of consumer credit is rarely given to the 
executive responsible for selling. 

13. Through product differentiation, a jjroducer may succeed in 
decreasing the ri.^k of a change in the demand for his product 
because of over-supply in the industry. But, at the same time, 
will he increase certain other risks through this policy? 

14. Market information gathered by formally-organized research 
procedures tends to be more objective and, hence, more valu¬ 
able than information obtained from informal sources. Do 
you agree with this statement? Explain. 

15. It seems pretty clear that the more marketing functions a 
consumer can perform for himself, the more efficiently will he 
obtain the goods he needs. Do you agree? Explain. 



INSTITUTIONS 

AND 

CHANNELS I 



In this and the following chapter, we will concern our¬ 
selves with distribution channels and with the institutions 
which perforin the marketing functions that bring prod¬ 
ucts into contact with markets and effect transfers of 
ownership. A channel of distribution may be defined as 
a path traced in the direct or indirect transfer of the title 
to a product as it moves from a producer to ultimate 
consumers or industrial users.* Every channel of distribu- 


1 The American Marketing Aaeociation haa liail a Definitions Com¬ 
mittee since 1931, but the concept “channel of distribution” was left 
undefined until 1960. The definition used above is in accord witli 
normal business usage and is widely accepted among marketing 
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tion contains one or more of these “transfer points,” at each of which 
there is always either an institution or a final buyer of the product. In 
the process of marketing, legal title to the product always changes hands 
at least once. (This bare minimum is reached in situations where producers 
deal directly with consumers or industrial users and there are no interven¬ 
ing middlemen.) Generally, legal title to the product passes from the 
producer to and through a series of middlemen before the consumer or 
industrial user finally takes possession. Transfer of title may be direct, 
as when the producer sells the product outright to a wholesaler or retailer, 
or it may be indirect, as when an agent middleman does not take title but 
simply negotiates its transfer to another middleman. From the standpoint 
of the producer, such a network of institutions used for reaching a market 
is known as a channel of distribution. 

Our plan of presentation is to consider the individual classes of middle¬ 
men before we examine the different types of channels of distribution. This 
does not mean that we believe that middlemen are any more or less 
important than the distribution channels in which they serve as transfer 
points. It does mean, however, that we think it logical to examine the 
building blocks, that is the institutions, before we look at the different 
ways they may be put together in order to constitute a channel of distri¬ 
bution. 


SOME NECESSARY DEFINITIONS 

Before examining the specific types of wholesalers and retailers and their 
operating characteristics, we should provide formal definitions for the 
following terms: middleman, merchant, agent, retailer, wholesaler, retail¬ 
ing, and wholesaling. These words form part of virtually everyone’s every¬ 
day vocabulary, but the meanings ordinarily attached do not always agree 
with those assigned by marketing analysts and executives. Most of these 
terms, when used in a marketing context, carry far more precise and 
restricted meanings than they do in common usage.^ 

^ Middleman 

Middlemen specialize in performing operations or rendering services which 
are directly involved in the purchase and sale of goods in the process of 


educators. Ihe chief reason the writers have chosen not to use the A.M.A. definition is 
that it does not take into account the significant role played by the transfer of title in 
tracing distribution channels. The A.M.A. definition considers a channel of distribu¬ 
tion as “the structure of intra-company organization units and extra-company agents 
and dealers, wholesale and retail, through which a commodity, product, or service is 
marketed.” See: Definitions Committee, Marketing Definitiont (Chicago: American 
Marketing Association, 1960), p. 10. 

2 Unless noted otherwise, the definitions in this section and the remainder of the 
chapter are those compiled by the Committee on Definitions of the American Mar¬ 
keting Association. See: Definitions Committee, Marketing Definitiont (Chicago: 
American Marketing Association, 1960). 
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their flow from producer to consumer. As the name “middleman” would 
indicate, such business concerns are situated in the channel of distribution 
at some point between the producer and the consumer. Producers consider 
middlemen extensions of their own sales and marketing organizations, 
because if there were no middlemen, their own sales organization would 
have to carry on all of the negotiations leading up to final purchases by 
consumers. Consumers and industrial users consider middlemen direct 
sources of goods and points of contact with producers. 

Merchants and Agents 

All middlemen fall into two broad classifications: merchants anH^agents. 
A merchant middleman takes title to (that is, buys) and resells merchan¬ 
dise. An agent middleman negotiates purchases or sales or both, but does 
not take title to the goods in which he deals. Thus, the chief distinguishing 
characteristic is whether the middleman takes title to the goods he handles. 
If he takes title, he is a merchant. If he does not, he is an agent. Also, the 
merchant always both buys and resells; whereas the agent may specialize 
in negotiating either buying or selling transactions. 

Retailer and Wholesaler 

Middlemen may also be separated into two oth^ major categories— 
retailers and wholesalers. The principal base for distinguishing retailers 
and wholesalers relates to whether the business sells in significant amounts 
to ultimate consumers. If it does, the business is classed as a retailer. If it 
does not, it is classed as a wholesaler. 

A retailer is a merchant, or occasionally an agent, who.se main business 
is selling directly to ultimate consumers. He is distinguished by the nature 
of his sales rather than by the way he acquires the goods in which he deals. 
Although he usually sells in small lots, this condition is not essential for 
a business to be classified as a retailer. The dealer who sells the furniture 
and floor coverings for the initial outfitting of a large home, for instance, 
may make a sale of several thousand dollars, but it is still a retail sale, 
if the buyer (that is, the homeowner) is an ultimate consumer. 

Wholesalers buy and resell merchandise to retailers and other merchants 
and to industrial, institutional, and commercial users, but do not sell in 
significant amounts to ultimate consumers. Notice that this definition does 
not state that the wholesaler must deal in large-size lots nor does it require 
that he habitually make sales for purp{)ses of resale. Most wholesalers do 
sell in large lots, but there are many who do not. Similarly, most whole¬ 
salers sell for purposes of resale, but there are many who sell directly to 
industrial users. So, the one essential distinguishing feature of the whole¬ 
saler is that he must be a middleman who usually does not sell to ultimate 


consumers. 
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Rsfailing and Whdasaling 

Retailing consists of the activities involved in selling directly to the ulti¬ 
mate consumer. It makes no difference who does the selling, but to be 
classified as retailing, selling activities must be direct to the ultimate 
consumer. Retailers, of course, are engaged in retailing, but so is any 
other institution that sells directly to ultimate consumers. Manufacturers 
engage in retailing when they make direct-to-consumer sales through their 
own stores, by house-to-house canvass, or by mail order. Even a whole¬ 
saler engages in retailing when he sells directly to an ultimate consumer, 
although liis main business may still be wholesaling. If the buyer in a 
transaction is an ultimate consumer, the seller in the same transaction is 
engaged in retailing. 

Wholesaling consists of the activities involved in selling to buyers other 
than ultimate consumers.^ These buyers may be wholesalers and retailers 
who buy to resell. They may be industrial users (manufacturers, mining 
concerns, firms in other extractive industries), institutional users (e.g., 
schools, prisons, and mental hospitals), commercial users (e.g., restaurants, 
hotels, and factory lunch rooms), government agencies, or farmers buying 
items they need to carry on their agricultural operations. Wholesaling may 
be carried on not only by wholesalers but by manufacturers, other pro¬ 
ducers, and other business units which make sales to buyers W'ho are not 
ultimate consumers. If the buyer in a transaction is buying for purposes 
of resale, or to further his business operations, the seller in that same 
transaction is engaged in wholesaling. All sales not made to ultimate con¬ 
sumers may be properly described as wholesale sales. 


PRODUCERS AS 
DISTRIBUTION CHANNEL COMPONENTS 

In any channel of distribution, the producer is the seller in the first of the 
sequence of marketing transactions which occur as the product moves 
toward its market. Such producers include enterprises engaged in manu¬ 
facturing, in mining and the extractive industries, and in farming. Of 
these, manufacturers normally have the most power to influence the total 
sequence of transactions involving their products. 

How much power a manufacturer has to influence this sequence of 
transactions depends bn the opportunities he has for differentiating his 
product from those of competitors and his success in capitalizing on these 
opportunities. If his product can be differentiated and he can convince 
end-buyers (ultimate consumers or industrial users) that the differentiat¬ 
ing features make it a better buy than competing items, the manufacturer 

3 The Committee on Definitions of the American Marketing Association does not. pro¬ 
vide a definition for “wholesaling.” 
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has the power to gain a significant marketing advantage. An automobile 
manufacturer, for example, has many opportunities to differentiate his 
make of car both in appearance and as to its performance and operating 
characteristics. The manufacturer of common nails, by contrast, has little 
opportunity to make his product much different from those of his com¬ 
petitors. But capitalizing on a product differentiation opportunity requires 
more than simply convincing end-buyers of the superiority of the manu¬ 
facturer’s product. It must be possible for end-buyers to obtain the product 
from their suppliers at prices they are able and willing to pay. Different 
middlemen vary as to the “support” they are prepared and willing to give 
the manufacturer in terms of stocking, promoting, and actively selling the 
product. Different middlemen also vary as to what it “costs” the manufac¬ 
turer to use them as components in his distribution channel, and this 
affects the price end-buyers ultimately have to pay. Balancing the need 
for support with the costs involved, the manufacturer tries to put together 
a distributive network which results in end-buyers having ready access to 
outlets handling the product at prices they consider reasonable. If the 
product is capable of much differentiation in ways that are important to 
end-buyers, the manufacturer can exercise considerable discretion in se¬ 
lecting members for his channel team—i.e., he has considerable power to 
control the sequence of transactions involving his product as it moves to 
market. If there, is little opportunity for product differentiation, he has 
little power to control this sequence of transactions. 

The manufacturer whose product is capable of being differentiated seeks 
to exercise some control over the order in which hi? product changes hands 
as it goes to market.^ Usually, as we explained in the paragraph above, 
the manufacturer devotes his primary attention to the market—the end- 
buyers of his product. Starting with the market, the manufacturer attempts 
to detail the sequence of steps required to supply it with his product. Even 
before this, however, the manufacturer has tried to identify and evaluate 
end-buyers’ needs and the strength of market demand and, in his research 
and product development work, has attempted to design a product which 
meets these needs. The sequence of steps required for moving the product 
to market, of course, may or may not call for the services of middlemen 
at one or more distribution levels. Even after he decides on this sequence 
—i.e., the channel of distribution—the manufacturer often devotes con¬ 
siderable effort to assure that the planned series of transactions takes 
place. Through .his advertising and other promotional activities, for in¬ 
stance, he may work to build demand to the point where end-buyers insist 
that suppliers stock and sell the product. Or, as another example, the 
manufacturer may use his advertising to end-buyers as a vehicle for 

4 For a discuaaion of the relationship of product differentiation and the manufac¬ 
turer’s decisions on branding, see Chapter 16, pp. 431-436. 
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directing prospective customers to outlets where the product is on sale. In 
these and similar ways, the manufacturer seeks to assure that his distri¬ 
bution network will function according to plan. 

Enterprises not engaged in manufacturing, such as mining concerns, 
firms in other extractive industries, and farmers, are much less able to 
exert significant influences over the total sequence of marketing transac¬ 
tions involving their products. These producers usually can do very little 
about differentiating their outputs to meet end-buyers' needs more closely, 
so opportunities for product differentiation are practically non-existent. 
Furthermore, producers engaged in non-manufacturing activities generally 
find it very difficult to stimulate the demand for their products. Demand 
for the mining company’s output, for instance, is derived from the demand 
for products manufactured by its customers. The demand for aluminum, 
in other words, depends upon the demand for products fabricated by cus¬ 
tomers of aluminum mining companies—i.e., the demand for aluminum 
per se derives from the demand for such products, to mention a few, as 
aluminum beach chairs, pots and pans, golf carts, and aluminuStn siding 
and sash used in building construction. It might seem logical, then, for 
the mining company to direct its efforts toward stimulating the demand 
for its customers’ products. Individual mining companies, however, are 
often too small to finance and mount promotional programs of the size 
that would be needed. A few large companies, as in the aluminum and steel 
industries, have had some success in stimulating the demand for products 
fabricated from aluminum and steel, but these companies are primarily 
engaged in manufacturing even though they operate their own mines. 

The farmer’s situation is similar to that of the mining company, for 
unless the farmer sells his crop through a cooperative, he is generally 
unable to support the extensive promotional program necessary to exert a 
significant influence on the demand for his product. Moreover, the demand 
for farm products also is usually derived from the demand for products 
of processors of agricultural commodities. When certain food processors 
in the early 1960’s, for instance, began making oleomargarine out of “100% 
pure corn oil” and successfully promoted the health benefits of the new 
product to large numbers of consumers, increases in the demand for corn 
followed increases in the demand for corn oil margarine. Furthermore, 
unlike most manufacturers who find it relatively easy to drop or add 
products as demand conditions change, many farmers, such as orchardists, 
cattlemen, and grain farmers, are limited to a single crop by virtue of 
their land, equipment, and experience. Thus, they are unable to adjust 
the nature of their outputs to fit the changing needs and preferences of 
end-buyers. 

As we have shown, different types of producers enjoy different degrees 
of power in controlling the flow of their product through channels of dis- 
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tribution to final markets. In general, manufacturers have the most power 
and are able (within certain limits which we will discuss later) to use 
channels containing the type and number of transfer points which, in their 
opinion, are most appropriate for product and market. Farmers and com¬ 
panies in the extractive industries cannot direct the flow of their products 
to market. But their products do eventually get to market, even though 
the marketing process tends to be more involved and roundabout than it 
is with most manufactured products. Distribution channels serving the 
extractive industries tend to develop in an unplanned way, the way a river 
“cuts” its own course. 


Individual Producers and Channel “Lengfh” 

A producer’s concern with channel management varies with the “length” 
of the distribution channel. “Length,” as used here, has to do with the 
number of middlemen between the producer and the final buyers. A long 
distribution channel has a series of middlemen on different distribution 
levels. A sfiort one has few intermediaries or none. In the shortest possible 
channel, with no middlemen at all, the producer does everything necessary 
to negotiate legal transfers of title to the product being marketed with the 
end-buyers. With the addition of one or more middlemen to the channel, 
negotiating responsibility is divided between the producer and middlemen 
on each level—i.e., the producer sells to the middlemen, and they, in turn, 
resell the product to other middlemen or final buyers. 

To the extent that the producer is able to control the length of the dis¬ 
tribution channel, he determines his own role in the series of negotiating 
transactions leading up to the sale to the ultimate consumer or industrial 
user. If the consumer goods manufacturer, for example, deals directly with 
ultimate consumers, he is serving as his own retailer. If he sells through 
retail middlemen and contacts them directly, he is acting as his own 
wholesaler. 


Producers' Cooperative Marketing Associations 

Hoping to improve the efficiency with which their produce is marketed, 
some groups of producers, chiefly in agriculture but sometimes in other 
extractive industries, have organized and operated producers’ cooperatives 
marketing associations. These associations represent the collective effort 
of small producers who desire to gain more control over the distribution 
of their output in the hope of reducing distribution costs and exerting 
favorable influences on demand. Cooperative endeavors of this type have 
tended to put their member agricultural producers more on a par with 
manufacturers—at least so far as distribution channels are concerned. 

The cooperative marketing association, with its great size and the spe- 
'cialized attention its management can give to marketing activities, can 
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usually make it pt>ssible to bypass one or more levels of middlemen in the 
more conventional distribution channels for agricultural products. Some¬ 
times, only the assembler or broker of agricultural products is eliminated 
by the'cooperative, but it often extends its marketing operations even to 
such activities as maintaining sales offices in important marketing areas, 
as is done by Sunkist Growers, Inc., a cooperative marketer of citrus fruits 
grown in California and .4rizona. Most agricultural cooperative marketing 
associations are set up to handle the packing and grading of their mem¬ 
bers' crops, usually at a lower cost than they can manage doing it by 
themselves. Some, such as Sunkist Growers, have gone so far as to affix 
brands to their produce and conduct extensive promotional programs 
designed to build and maintain consumer recognition of the brand and to 
enlarge demand for it. Thus, the cooperative marketing association is^ often 
able to provide its members with enhanced power in controlling the flow 
of their product through channels of distribution to final markets. 

One additional feature of the operations of many producers' cooperative 
marketing associations deserves mention. Many purchase such items as 
seed, fertilizers, tools and implements, and gasoline and oil for resale .to 
their members, and a few also deal in various consumer goods. One, the 
Grange League Federation, or "G.L.F." as it is called by its members and 
customers, not only markets crops grown by its farmer-members but oper¬ 
ates "stores" to supply members and others with items used on farms and 
such diverse goods as grass seed, lawn mowers, automobile tires, and food 
for wild birds. G.L.F. has members and stores throughout New York, New 
Jersey, and Pennsylvania. 


MERCHANT WHOLESALERS 

There are two main ways of classifying merchant wholesalers. First, ac¬ 
cording to the range of merchandise they handle, they may be classified 
as (1) general merchandise wholesalers, (2) general-line wholesalers, and 
(3) specialty wholesalers. The second is to classify them by their method 
of operation as (1) service wholesalers and (2) limited-function whole¬ 
salers. These major classes of merchant wholesalers and the most signifi¬ 
cant of their subclasses are discussed below. 

Classification by Range of Merchandise Handled 
GENERAL MERCHANDISE WHOLiSALERS. A general merchandise whole¬ 
saler is a merchant wholesaler who carries a general assortment of goods 

in two or more distinct and unrelated merchandise lines. For instance, 
• 

such a wholesaler may stock and sell dry goods, hardware, furniture, farm 
implements, electrical equipment, sporting goods, and household appli¬ 
ances. At one time, particularly during the heyday of the retail general 
store, staple groceries were the main stock-in-trade of general morchan- 
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disc wholesalers. But with the rise of cities, the growth of population, and 
the development of new types of retail institutions more appropriate to 
the times, the retail general store began to disappear from the scene, and 
with its gradual disappearance came a decline in the importance of gen¬ 
eral merchandise wholesalers till today there are comparatively few ^n- 
eral merchandise wholesalers left. 

GENERAL-LINE WHOLESALERS. The general-line wholesaler carries a 
broad assortment of goods within a single merchandise line, but he may 
also handle limited stocks of goods in closely related lines. Thus, a gen¬ 
eral-line grocery wholesaler usually carries not only a complete stock of 
canned fruits and vegetables, cereals, tea and coffee, and other “grocery 
store” items but also razor blades, soaps and detergents, toothpaste, 
school supplies and other items commonly sold in retail grocery stores. In 
consumer goods marketing, general-line wholesalers are important dis¬ 
tributors of groceries, drugs, and hardware to independent retailers in 
these fields. In industrial goods marketing, general-line wholesalers are 
known as “industrial distributors” and supply such merchandise lines as 
electrical, plumbing, and heating goods to both large and small industrial 
users. The importance of the general-line wholesaler in consumer goods 
marketing has declined with the rise of corporate chains and other retail 
institutions which prefer to buy directly from producers. Similarly, there 
has been a trend among industrial users toward direct buying from pro¬ 
ducers, and this has had a repressing effect on the general-line whole¬ 
salers of industrial goods. But, since small-scale independent retailers 
continue in business and industrial users continue to need items in quan¬ 
tities too small to justify direct purchase, general-line wholesalers are 
likely to remain important marketing intermediaries in both consumer 
and industrial goods markets. 

SPECIALTY WHOLESALERS. The Specialty wholesaler carries only part of 
a merchandise line, but within his restricted range of offerings he has a 
very complete assortment. In the wholesale grocery trade, for instance, 
specialty wholesalers may specialize in canned foods; coffee, tea and 
spices; dairy products; frosted and frozen foods; and soft drinks. The 
specialty wholesaler represents «« advanced step in what seems to be a 
universal trend among merchant wholesalers to restrict merchandise offer¬ 
ings. 

Specialty wholesalers generally pride themselves on the strong promo¬ 
tional support they provide for the restricted number of manufacturers’ 
brands they handle.* They can provide this strong support because they 
concentrate on relatively few items of merchandise. It is possible for the 
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specialty grocery wholesaler's salesmen, for instance, in the routine per¬ 
formance of their duties, to “push" every item handled on every sales 
call and to perform such promotional activities on behalf of manufac¬ 
turers' brands as erecting special displays, handling in-store product dem¬ 
onstrations, and arranging for the distribution of samples. Salesmen work¬ 
ing for general-line grocery wholesalers, by contrast, find it impossible 
to give special “push" to more than a handful of the many thousands of 
different items in stock; the great breadth of this stock also makes it 
difficult for them to perform very much in the way of promotional activi¬ 
ties on behalf of any one manufacturer's brand. However, the narrowness 
of the specialty wholesaler's merchandise offering together with the neces¬ 
sity for providing strong promotional support for all items handled causes 
him to concentrate on areas where there are large numbers of retail out¬ 
lets. Selling only a few items and strongly promoting each one, he can 
make economical use of salesmen only in areas where there are many 
retailers to call on and relatively little travel time is required to get from 
one stop to the next. The specialty wholesaler's salesmen usually make 
very frequent calls on retailers but, as this makes it possible for retailers 
to carry smaller stocks, the average size of retailers’ orders is small. The 
operating scheme of combining high call frequency and low average order 
size restricts the opportunity for specialty wholesaling to areas where re¬ 
tail outlets are close together and numerous—such areas, for example, as 
those in the heavily industrialized and thickly populated parts of New 
England, the Middle Atlantic states, the Midwest, and the Pacific Coast. 
In certain other areas (such as are found in many Rocky Mountain states 
and rural sections of the South), the population is sparse, cities and towns 
are far apart, and the resulting pattern is one where retail outlets are 
widely scattered and few in number; consequently, because these condi¬ 
tions do not lend themselves to this type of operation, there are relatively 
few specialty wholesalers in such areas. 

Classification by Method of Operation 

Merchant wholesalers generally perform many functions for their cus¬ 
tomers. Those who perform all or most of the functions and services nor¬ 
mally expected in the wholesale trade, are known as service wholesalers. 
(These functions are: product planning, buying and assembling, storage, 
transportation, risk bearing, marketing financing, and market informa¬ 
tion.) General-line wholesalers perform these functions, and so also may 
be. classed as service wholesalers. By contrast, some specialty whole¬ 
salers perform only a few of these services, other perform many. So, de¬ 
pending on the extent of his service, a specialty wholesaler may be classed 
either as a service wholesaler or as a limited-function wholesaler who per¬ 
forms only a few of the functions normally associated with wholesaling 
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operations. The main types of limited-function wholesalers are discussed 
below*. 

TRUCK WHOLESALERS. CJombining selling, delivery, and collection in one 
operation, truck wholesalers (also known as wagon jobbers) carry only 
a limited range of stock, though the selection within that range may be 
very complete. Thus, the nature of a truck wholesaler’s merchandise offer¬ 
ing also makes him a specialty wholesaler. Truck wholesalers call mainly 
on retailers, though some, such as those in the grocery trade, also num¬ 
ber restaurants, hotels, and other food service establishments among their 
customers. Because the items they handle are often perishables or semi¬ 
perishables, truck wholesalers have to make very frequent calls on their 
customers, and indeed it is their ability to make fast and frequent deliver¬ 
ies that appeals to both their customers and the manufacturers they deal 
with. 

RACK JOBBERS. The rack jobber is a wholesaling unit that markets 
specialized lines of merchandise to certain types of retail stores and pro¬ 
vides certain special services as described below. The merchandising poli¬ 
cies of most rack jobbers cause them also to be classed as specialty whole¬ 
salers. The original rack jobbers evolved after World War II to serve 
the special needs of supermarkets which, in increasing numbers, were add¬ 
ing non-food lines. Rack jobbers serving supermarkets and other grocery 
retailors usually specialize in one or both of two lines—^toiletries and 
housewares. Managers of retail stores served by rack jobbers are relieved 
of the merchandising problems involved in handling what are for them 
"sundry items,” and are free to concentrate their merchandising efforts 
on their major lines. The rack jobber may or may not furnish his own 
display racks but, basically, all that he requires of the retailer is an al¬ 
location of selling space which he stocks with a selection of items priced 
for immediate sale. Occasionally, the rack jobber may instead supply 
merchandise on consignment; that is, the jobber retains legal title to the 
merchandise up to the time the retailer sells it, the retailer paying only 
for the goods he sells and retaining a portion of the profit for himself. 
Through aggressive merchandising and efficient use of displays, rack job¬ 
bers have built up a large volume of non-food sales in grocery stores. 
Manufacturers of non-food lines find that rack jobbers provide an effec¬ 
tive means for achieving low cost distribution through retail food stores. 

CABH-AND-CABBY WHOLESALERS. Cash-and-caiTy wholesalers pursue at 
the wholesale level the same sort of service policy that has been success¬ 
ful in certain types of retail operations. Whereas service wholesalers send 
their salesmen to retailers to solicit orders, later deliver these orders, and 
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grant credit to retailers allowing them to pay at later dates, cash-and- 
carry wholesalers require retailers to come to the wholesale warehouse, 
“pick” their own orders, pay cash for what they buy, and carry away 
their own purchases. By restricting the services he will perform and low¬ 
ering his operating costs, the cash-and-carry wholesaler can price his 
goods lower than can service wholesalers. Price, then, is what attracts re¬ 
tailers to the cash-and-carry wholesaler. But, because retailers must per¬ 
form additional services for themselves, they often find that by the time 
the order gets to the store, its cost is every bit as high as if it were pur¬ 
chased from a service wholesaler. However, cash-and-carry operations do 
provide an economical means for wholesalers to use in reaching many 
small retailers who customarily buy in lots too small to justify the whole¬ 
saler’s sending salesmen, providing delivery, and extending credit. 

DBOP-SHiPMENT WHOLESALERS. The drop-shipment wholesaler is a lim¬ 
ited-function wholesaler who does not handle the goods he sells, but leaves 
the storage and transportation functions to the manufacturers whom he 
represents. When goods are ordered, the manufacturer ships them directly 
to the retailer, but bills the drop shipper at factory prices. Subsequently, 
the drop shipper collects from the retailer. This system of distribution 
makes possible reductions in the costs of transportation and storage. It 
eliminates the necessity for double hauling (i.e., from the factory to the 
wholesaler and then on to the retailer) and no costs are incurred for han¬ 
dling the goods in the wholesaler’s warehouse. However, customers or¬ 
dering through drop shippers often order in comparatively small lot sizes 
and, because freight rates are higher for small lots than for large lots, 
some of the savings from eliminating double hauling are offset by higher 
shipping costs. The retailer, to make economical use of drop shipments, 
must both order in larger than normal quantities and adjust his operations 
to allow for longer periods during which the goods are in transit. These 
adjustments are necessary since most retailers are separated by greater 
distances from the manufacturers’ plants than they are from the rela¬ 
tively nearby wholesalers who serve as alternate supply points. Finally, 
the need for ordering in larger than normal quantities requires that the 
retailer invest additional funds in his inventory. Despite these unattrac¬ 
tive features, however, retailers often find that the savings in cost are 
sufficient to justify drop shipments. This is especially true with standard, 
fast-selling items—ones which sell regardless of season and where the 
restailer bears little risk that he will be unable to resell the merchandise. 

Drop-shipment wholesalers are also much used in industrial marketing. 
They are important distributors of such products as sand, clay, coal, and 
lumber where transportation costs are high relative to the value of the 
products and where, accordingly, any interruption of deliveries causing 
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breaks in production may lead to significant cost increases.® Industrial 
users consume these items in such large quantities and with such great 
regularity that it pays them to have several shipments in transit at any 
one time, each spaced to arrive before it is needed and always allowiftg 
some margin of safety for late arriving shipments. Thus, the industrial 
user manages to “work around" the long period during which drop ship¬ 
ments are in transit. Furthermore, these are commodities which the cus¬ 
tomers normally buy in lots which are large enough to gain freight rates 
as low as any a wholesale middleman might secure. 

MAIL-ORDER WHOLESALERS. Mail-Order wholesalers are limited-func¬ 
tion wholesalers who sell entirely by mail. The mail-order wholesaler sub¬ 
stitutes mail-order catalogs and order forms for a sales force, and passes 
on to retailers some of his savings in the form of lower prices. This lim¬ 
ited-function wholesaler is mainly active in wholesaling such staple con¬ 
sumer goods as hardware and dry goods. With modern improvements in 
transportation and communication, there has been a sharp decline in the 
importance of mail-order wholesalers. The basic weakness of this type of 
operation is that it fails to provide a really adequate substitute for the 
strong promotional push salesmen can give. Moreover, its success rests 
on the willingness of retailers to take the initiative in placing orders, 
something that cannot always be counted on—especially when competi¬ 
tors’ salesmen call on retailers in person. 


A«INT MIDDLIMIN 

Agent middlemen, most of whom are active in wholesaling rather than in 
retailing, assist in negotiating sales or purchases or both on behalf of 
their principals who may be buyers or sellers or both. Usually, the agent 
does not represent both buyer and seller in the same transaction and he 
is ordinarily paid by commission or fee. Although agent wholesalers as a 
group are active in many lines of trade, individual agents customarily 
concentrate on single commodities such as foods, grain, copper, steel, ma¬ 
chinery, or textile items. The main types of agent wholesalers are brokers, 
commission houses, manufacturers’ agents, selling agents, and resident 
buyers. These are discussed below. 


Brokwt 

A broker is an agent who represents either buyer or seller in negotiating 
purchases or sales without physically handling the goods involved. The 
broker is more often the agent of the owner of goods seeking a buyer than 
the agent of a buyer searching for a source of supply. Each broker tends 
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id specialize in arranging transactions for a limited number of (Kimmodi- 
ties or products and, as a result, he should be well informed concerning 
conditions in these particular markets. 

Acting strictly as an intermediary, the broker has limited powers as to 
prices and terms of sale, and he possesses little or no authority to bargain 
on behalf of his principal. His main service is to bring buyer and seller 
together. Representing either the seller or the buyer (but not usually both 
in the same transaction) the broker relays the buyer’s offer to the seller 
and the seller’s counter-offer to the buyer and continues this process until 
the terms are satisfactory to both parties at which time the exchange takes 
place. He never has direct physical control over the goods, but sells by 
description or sample. Whenever he arranges a sale, the seller ships the 
goods directly to the buyer. The broker receives his commission from the 
principal who sought his services. 

Brokers are most used by producers who sell their products at infre¬ 
quent intervals and find it uneconomical to establish standing sales forces 
of their own or even to establish long-term relationships with other types 
of agent wholesalers. Although an individual producer may use the same 
broker year after year, each transaction is considered completely apart 
from every other. There is no obligation, on the part of either the broker 
or the seller, to maintain this relationship in future transactions. Small 
canners, whose production volumes are too small to justify their develop¬ 
ing and promoting brands of their own, and whose entire output may be 
produced in a period of two or three months, often rely on brokers to dis¬ 
pose of their packs. Similarly, farmers harvesting one major crop a year 
often find it economical to use brokers. 

Sometimes, brokers are also used by larger companies who want to ex¬ 
tend the distribution of their products. In such instances, brokers serve as 
the key middlemen in arranging initial distribution of the product among 
other types of middlemen. Thus, a broker may be instrumental in opening 
up a new market for the producer or in gaining access to outlets previ¬ 
ously not stocking the product. 


Commission Houses 

The commission house is an agent which usually exercises physical con¬ 
trol over and negotiates the sale of the goods it handles. The commission 
house usually enjoys broader powers as to prices, methods, and terms of 
sale than the broker does, although it must also obey instructions issued 
by the principal. Generally, it arranges delivery, extends necessary credit, 
collects, deducts its fees, and remits the balance to the principal. Thus, 
except for the fact that it does not take title, the commission house per¬ 
forms functions very similar to those of service merchant wholesalers, 
more so in fact than any other agent wholesaler. 
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Most commission houses are concerned with the distribution of fresh 
fruit and produce. The relationship of the commission house and its prin¬ 
cipal generally covers a harvest and marketing season. The truck farmer, 
for instance, signs a seasonal agreement with a commission house situ¬ 
ated in a market center and ships the crop as it is harvested. The com¬ 
mission house is authorized to sell each shipment on arrival at the b^t 
price obtainable without checking back with the seller. Although legal 
title to the goods never passes to the house, it sells in its own name, bills 
buyers, extends credit, makes collections, deducts its fees, and sends the 
balance to the truck farmer. Although the farmer might prefer to hold 
his produce off the market at times and bargain for higher prices, the fac¬ 
tor of perishability makes any delays in selling extremely costly. The 
operation of the commission house is especially geared for rapid sale 
of perishable commodities, and this is the chief reason why the commis¬ 
sion house continues to be important in agricultural marketing. 

Manufacturers* Agents 

Four main features usually characterize the operations of the manufac¬ 
turer’s agent: (1) he has an extended contractural relationship with his 
principal; (2) he handles sales for his principal within an exclusive terri¬ 
tory; (3) he handles non-competing but related lines of goods; (4) he 
possesses limited authority with regard to prices and terms of sales. Some 
manufacturers’ agents have physical control over an inventory, but most 
do not. Ordinarily the manufacturer’s agent arranges for shipments to be 
sent directly frOm the factory to the buyer. Because his principal service 
is selling, the manufacturer’s agent maintains a sales staff large enough 
to provide adequate coverage of his market area. The manufacturer's 
agent sells at prices, or within a price range, stipulated by his principal, 
and receives a percentage commission based on sales. 

Manufacturers’ agents are generally used when a manufacturer finds it 
uneconomical to use his own salesmen or when he is financially unable to 
maintain his own sales force. Some manufacturers, for instance, find that 
certain market areas simply do not provide enough business to justify 
their assigning salesmen to them. Yet, manufacturers’ agents, each repre¬ 
senting several principals, may be able to operate profitably in the same 
areas. Thus, it is not at all unusual for manufacturers to use their own 
salesmen in areas where there are large concentrations of potential busi¬ 
ness and to use manufacturers’ agents elsewhere. Other manufacturers 
use agents to open up new market areas, and replace them with their own 
salesmen as the volume of business grows. Still other manufacturers, par¬ 
ticularly those with narifew product lines and th(Me that are very small, 
use a network of manufacturers’ agents in order to avoid altogether the 
problems and expenses of maintaining their own sales forces 
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Manufacturers' agents are most important in the marketing of industrial 
goods and such “durable" consumer goods as furniture and hardware 
items. In industrial goods marketing, they usually use salesmen who have 
considerable technical competence and contact industrial users directly. 
In marketing consumer durables they generally call on and sell to re¬ 
tailers. Many furniture manufacturers rely on manufacturers’ agents to 
sell their entire output. In a good many cases the manufacturer’s agent 
can, because of his intimate contact with the market, offer advice to the 
manufacturer on a wide variety of matters including styling, design, and 
pricing. 


Selling Agents 

The selling agent operates on an extended contractual basis, negotiates 
all sales of a specified line of merchandise ur the entire output of his 
principal, and usually has full authority with regard to prices, terms, and 
other conditions of sale. Thus, he differs from the manufacturer’s agent 
in that he ordinarily is not confined to operating within a given market 
area, has much more authority to set prices and terms of sale, and is the 
sole selling agent for the lines he represents. 

Some selling agents render financial aid to their principals. This practice 
traces to the historical fact that early selling agents were usually much 
stronger financially than the principals they represented. Many textile 
mills, for instance, were originally started with the financial backing of 
selling agents, who saw this as a way to increase their own business vol¬ 
umes and, hence, their commissions. Today, selling agents rarely provide 
their principals with investment capital, but many help their principals 
in financing current operations. Because many modern-day selling agents 
continue to have higher credit ratings than their principals, it is fairly 
common for them to endorse their principal’s short-term notes at banks 
and other lending institutions. Occasionally, too, a selling agent assists 
his principal financially either by making direct loans on accounts receiv¬ 
able or by “guaranteeing" these accounts so that a lender will advance 
needed funds to the principal. There has, however, been a trend away 
from this type of financing service by selling agents. This trend has accel¬ 
erated with the growth of financial institutions known as factors, who 
specialise in “discounting accounts receivable"—^that is, in making short¬ 
term loans with accounts receivable as the collateral. 

The manufacturer who uses a selling agent, in effect, shifts most of the 
marketing to an outside organization. This frees the manufacturer to con¬ 
centrate on production and other problems in non-marketing areas. In 
addition, as the selling agent is in close contact with buyers, he often is 
able to guide the manufacturer on styling, design, and pricing. Fairly 
often, he assists his principal with or takes over sales promotion and ad¬ 
vertising. Sometimes, the selling agent, as is true of some in the textile 
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and apparel trades, even specifies the features that his principal should 
build into the product and how much he should manufacture. Further¬ 
more, since the selling agent works for a straight commission, the princi¬ 
pal’s selling costs vary proportionately with sales made and no fixed sell¬ 
ing costs are incurred. Thus, for all these reasons, it is not surprising that 
small manufacturers with neither the managerial talent nor the financial 
strength to market their own products use selling agents. 

The manufacturer using a selling agent, however, should realise that 
he is “placing all his marketing eggs in one basket.” Since the selling agent 
is the manufacturer’s only contact with the market, the bulk of the bar¬ 
gaining power rests with the agent and not tlie manufacturer. Recognising 
this, selling agents may be tempted to resort to price-cutting instead of 
exerting reasonable amounts of selling effort to sell the manufacturer’s 
output. In such situations, the manufacturer, cut off from the buyers 
by the selling agent and having dealt with them only through this inter¬ 
mediary, is really “over a barrel.” If he is weak financially and needs 
loans which cannot be obtained without his selling agent’s help, he may 
not even be able to break with the selling agent in order to obtain an¬ 
other. The moral is clear; if a manufacturer is going to use a selling agent, 
his first choice should be a good one. 

Aas/dant Buymrs 

A resident buyer differs from most other agent middlemen in that he rep¬ 
resents buyers only. Specializing in buying for retailers, he receives his 
compensation on a fee or commission basis. The resident buyer operates 
roost often in lines of trades such as furniture and apparel where there are 
well-defined “market centers” to which retailers ordinarily travel in order 
to make their selections. Resident buyers maintain their offices in such 
market centers and, whenever retailers are unable to make the trip to 
market in person, serve as retailers’ contacts with the sources of supply. 

Resident buyers are completely independent of their principals. They 
should not be confused with the resident buying offices which are owned 
by out-of-town stores and are maintained in such market centers as New 
York. Nor should they be confused with the central buying offices main¬ 
tained by chain store organizations. The resident buyer is purely and 
simply an independent agent specializing in buying for principals who 
are retailers. 


Auction Compani^ 

As indicated by its name, this agent uses the auction method of catalogs 
and competitive bidding by prospective buyers in order to sell products 
owned by its principals. Aucticm ciHnpanies are particularly important in 
selling products of varying quality and products which cannot be effi¬ 
ciently graded—situations frequent in agricultural marketing. In the fresh 
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fruit and vegetable trade, auction companies are located in ceniral mar¬ 
kets, that is in cities which are important distributing points for such 
items. In the marketing of livestock and such agricultural crops as leaf 
tobacco, auction companies are located in principal producing areas and 
at shipping points. An auction company has physical conla’ol over the lots 
consigned to it, arranges for their display, conducts the auction, makes 
collections from the buyers, and remits the proceeds to the principals, less 
commissions. 


Other Agents 

Other types of agent middlemen have evolved to serve many special needs. 
It appears that whenever a large enough group of buyers or sellers needs 
some special marketing service, there are always enterprising individuals 
who will set up in business to provide that service. For instance, there are 
export and import agents operating in leading port cities who serve the 
needs of principals seeking foreign markets or overseas sources of supply. 
And there are purchasing agents, which are independent businesses, spe¬ 
cializing in locating sources of supply for buyers of industrial goods. But 
the basic function of all agents is the same: they all help to bring buyers 
and sellers together and receive fees or commissions in return for their 
efforts. 


CONCLUSION 

Producers, wholesalers, and agent middlemen constitute the build¬ 
ing blocks for channels of distribution to industrial users. Thus, 
it would be possible to discuss channels of distribution for indus¬ 
trial goods at this point. However, the problems of producers in 
establishing channels of distribution for their products are essen¬ 
tially the same for industrial and consumer goods, so it is logical 
to discuss channels of distribution for all products at the same 
time. Since retailers, which are essential building blocks in the 
consumer goods channels of distribution, are not described until 
Chapter 5, discussion of channels of distribution is located at the 
end of that chapter. 

QUESTIONS AND PEOILIMS 

1. What is the value of trying to differentiate between whole¬ 
salers and retailers when a great many institutions are carry¬ 
ing on both wholesaling and retailing activities? Has this dis¬ 
tinction become artificial? 

2. Producens who can differentiate their products have greater 
control over the channel through which their products are 
sold, but is there any real advantage in such control? Would 
not the traditional channel ordinarily be the best? Discuss. 
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3. Would you think that the greatest strength of a producers’ 
cooperative lies in the economies of size or in its greater abil¬ 
ity to differentiate its products? Explain. 

4. General merchandise wholesalers have, to a large extent, 
faded from the American scene, but general-line wholesalers 
have retained a fairly important role. Why do you suppose 
this has happened? 

5. Shouldn’t it be to the advantage of a retailer to deal only 
with a very limited number of general-line wholesalers in¬ 
stead of a much larger number of specialty wholesalers? If 
so, how can you explain the greater growth of specialty 
wholesalers? 

6. Limited-service retailers have captured an increasingly im¬ 
portant share of the market in recent years. Why, then, 
haven't limited-service wholesalers managed to do the same 
thing at the wholesale level? 

7. Would It be proper to say that the primary appeal of the 
truck wholesaler is that he allows the retailer to reduce his 
merchandise turnover? Explain. 

8. Wouldn’t it seem logical that, if a rack jobber can sell "sun¬ 
dry items” at a profit in food stores, the management of large 
food chains should be able to do the same job as profitably? 
Why, then, do many of these chains use rack jobbers? 

9. Would you be likely to find cash-and-carry wholesalers in 
the same kinds of cities and the same general locations as 
service wholesalers? Explain. 

10. Is there likely to be any real advantage in using drop ship¬ 
ment wholesalers, if the retailer finds it necessary to buy in 
larger than normal quantities so as to keep transportation 
costs in line? 

11. Would it be a fair assessment to say that the primary cause 
for the lack of success of mail-order wholesalers is laziness on 
the part of retail buyers? Comment. 

12. The choice as to whether a farmer is more likely to use a 
broker or a commission house to sell his product will depend 
primarily on the length of his harvest season and the perish¬ 
ability of his product. Do you agree? 

13. Would you agree that a manufacturer should normally look 
on the manufacturer’s agent as a temporary distributor, to 
be used only until he can be replaced by the company’s own 
salesmen? 

14. Purchasing through an auction company is an inefficient 
method of procurement. Please comment on this statement. 
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Since retailing, as defined in Chapter 4, consists of the 
activities involved in selling directly to the ultimate con¬ 
sumer, this activity is inherent in all consumer goods dis¬ 
tribution channels. The producer occasionally performs 
the retailing activity himself, but he generally relies on 
an independent retail institution to sell his products to 
the consumer. For this reason, retailers are of utmost im¬ 
portance in the distribution of consumer goods. They are 
the most numerous of all marketing institutions and 
wherever there is more than a handful of people, there 
are retailers. 
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IITAILnS 

Individual retailers adjust their operations to the market when they de¬ 
termine the merchandise they will handle, their scale of operations, pric¬ 
ing policy, locations, and selling methods, and by the choices they make 
on other operating policies and practices. Because of the many choices 
open to retailers on such matters, there is tremendous variety among re¬ 
tail institutions. Retail institutions range all the way from the comer 
grocer to the multi-billion dollar corporate chain. But regardless of the 
specific class of retail institution, the basic economic purpose remains the 
same: buying and assembling the products of manufacturers and other 
producers and reselling them to ultimate consumers. Operating character¬ 
istics of the main classes of retail institutions are set forth and analyzed 
in the following sections. The only significance attached to the order of 
treatment is that it is generally chronological—the oldest are treated first 
and the more recent developments later. 


Hous9’to-Hous0 Selling 

Modern house-to-house salesmen are descended from the “Yankee ped¬ 
dlers” who, on foot, on horseback, and then in wagons, traveled from 
farm to farm and settlement to settlement selling various manufactured 
articles to pioneers and frontiersmen. Today’s house-to-house salesman, 
however, usually restricts his offerings to a small number of articles 
within a single merchandise line. He may specialize in encyclopedias, 
lawn and garden stock, vacuum cleaners, china, cosmetics, and household 
cleaning materials. Although many house-to-house salesmen are “free¬ 
lance” independent small businessmen, most of them work for the many 
large manufacturing companies using this retailing method. Among these 
large concerns are such well-known organizations as Avon Products 
(toilet articles), The Fuller Brush Company (household articles), Real 
Silk Hosiery Mills (hosiery, dresses and lingerie), and Electrolux Corpo¬ 
ration (vacuum cleaners). The sales people employed by the larger house- 
to-house organizations are almost equally divided among men and women, 
and more than half work at their jobs on a part-time basis. Thus, it is not 
unusual for a direct selling company to have from 5,000 to 10,000 sales 
people, nearly all working on a commission basis. Avon Products is said 
to have over 100,000 people, mostly women, selling part-time.^ 

Although hou§e-to-hou8e selling eliminates the expenses of retail store 
operation, it is by no means a low-cost method of retailing. It requires 
travel and personal contact, and the substantial costs involved in recruit- 

1 A. Haring, “How Can Door-to-Door Selling Perk Up Yoiir Profit Picture?*' Sslee 

Msnafementf October 21,19S0, p. 106. 
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ing, maintaining, and managing sales staffs large enough to transact a 
profitable volume of sales. These cost conditions have had an effect on 
the operating methods of direct selling companies. Many handle either 
fairly high-priced items or articles that are sold in assortments, the pur¬ 
pose in both cases being that of building up the average order size. Some, 
such as The Fuller Brush Company, strive to make more effective use of 
salesmen’s time by making steady customers. Others, such as Stanley 
Home Products, have been successful in using "party plan selling,” in 
which a group of potential buyers are -brought together in one of their 
homes for a product demonstration. Several orders will often result at one 
time. The commissions paid to house-to-house sales people usually range 
from 25 to 40 per cent of the retail price of each product being offered 
for sale. 

The total costs of house-to-house selling run to approximately 60 per 
cent of sales. This estimate includes not only salesmen’s commissions, but 
the costs of supervision and administration, clerical work, shipping, credit, 
and promotion and advertising. This may appear high, and it is for re¬ 
tailing. But companies using house-to-house selling normally do not have 
to allow for wholesalers’ and retailers’ margins, nor do they generally have 
large amounts of fixed selling and administrative expense. Whether house- 
to-house selling is an expensive distribution method depends on what the 
manufacturer’s alternatives are. If, in their consideration, they include the 
use of wholesalers and retailers and the maintenance of a full-time per¬ 
manent staff of salaried salesmen, it may well be that house-to-house 
selling is economical by comparison. 

There are times when house-to-house selling is the solution to a manu¬ 
facturer’s marketing problems. Sometimes, this is the only way a radically 
different new product can be introduced, particularly by a company with 
limited finances. It is said, for example, that the inventor and original 
manufacturer of one of the finest can-openers had tried unsuccessfully to 
secure distribution through wholesalers and conventional retailers. The 
threat of imminent bankruptcy caused him to try door-to-door selling, 
which proved successful. A few years later, he had no difficulty in secur¬ 
ing distribution through conventional retailers.* Some products seem to 
sell more easily when demonstrated in the home, and this seems to be the 
key to the success of house-to-house sellers of vacuum cleaners, sewing 
machines, and rug cleaners. Still other products, such as encyclopedias and 
Bibles, appear to be ones where most consumers will not initiate buying 
action by searching them out in retail stores, but which they will buy if 
ai^roached in their homes. 

3 "The Bight of Free Men to Engage in Legitimate Butineae" (Sew York: National 

Better Busineas Bureau, Inc., 1957). 
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Inthpmtd^nt Stons 

An independent store is generally defined as a retailing business unit oon> 
trolled by its own individual ownership or management. Although there 
are both large and small independent stores, most large-scale, independ¬ 
ently-owned stores are classified under such other headings as super¬ 
markets, department stores, and discount houses. In our discusion, we will 
consider an independent store to be any individually-owned or managed 
retail business unit, small or large, which cannot be readily classified as a 
supermarket, department store, or discount house. We will use this work¬ 
ing definition in an attempt to side-step the academic problem of dis¬ 
tinguishing small-scale from large-scale retailers. How does one, after all, 
decide where “small” ends and “large” begins? The sales-volume yard¬ 
stick is the one most used, but number of employees, square feet of floor 
space, and inventory dollar size have all been tried. One big difiiculty with 
all these measures is that the dividing line must still be chosen arbitrarily, 
and furthermore, the idea of just what “large” means keeps changing. In 
the early 1940'8 a grocery store with $250,000 in annual sales was con¬ 
sidered rather large, but by the mid-1950’s a store in that same range was 
considered small. Thus, the criteria for largeness are constantly being re¬ 
vised upwards. But since at any given time some retailers are smaller 
than others, we will, in the following discussion refer to independent re¬ 
tailers as being relatively “small” or “large.” 

The general store is one of the oldest types of independent retailers. It 
is a relatively small retailing business, not departmentalized, usually lo¬ 
cated in a rural community, and primarily engaged in selling a general 
assortment of merchandise of which the most important line is food. Its 
more important subsidiary lines are notions, apparel, farm supplies, and 
gasoline. These stores were important in farming and frontier sections 
until, in the 1920*8, the spread of other types of retailing and widespread 
ownership of automobiles caused them to decline. Some general stores, 
though, still operate in sparsely-populated areas of the West and South. 

Today, most small independent stores are concentrated in fields where 
it is “relatively easy to set up in business.” This usually means that no 
great amount of capital is needed, or that easy financing is available. This 
probably is the main reason why there are so many small independent 
grocery retailers—a fairly small investment in inventory “turned over” 
rapidly results in a sales figure many times the value of tbe inventory. 
This same situation is found in gasoline retailing, and, in addition, many 
petroleum refiners offer generous financial assistance to individuals who 
want to open their own stations. Many small retailers, of course, are well- 
financed, but they are the exceptions. 
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Small independent retailers frequently meet strong competition from 
lai^ retail chains, supermarkets, and department stores. The small inde> 
pendent usually buys his inventory from wholesalers cnt other middlemen, 
rather than directly from producers, so his merchandise costs tend to be 
higher than those of his large, direct-buying competitors. Thus, he must 
charge higher prices (to cover his costs) than his competitors. So, in most 
instances, the small independent must use something other than price ap¬ 
peal in his efforts to attract trade. The more successful ones usually find 
some way to differentiate their stores in the minds of their patrons. It 
may consist of nothing more than personalised service and the maintain¬ 
ing of friendly relations with customers. Or the independent may stay 
open longer hours than larger competitors and offer such extra services as 
credit and delivery. A convenient location, too, may be attractive to cus¬ 
tomers. As long as substantial numbers of ultimate consumers continue to 
consider such things important, small independent retail stores are likely 
to continue in operation. 

Larger independent stores are most important in retail fields where 
corporate chains, department stores, and other integrated retail institu¬ 
tions either possess no operating advantages or are at a competitive dis¬ 
advantage. In furniture retailing, for instance, the independent store buys 
most of its inventory either directly from manufacturers or through man¬ 
ufacturers’ agents. These are the same sources from which the furniture 
chain and the department store’s furniture department must buy. Whereas 
the chain may buy larger quantities than the independent, the resulting 
quantity discounts it gains are generally too small to permit it to use the 
“lower price” appeal effectively. Possibly of even greater significance is 
the fact that most furniture pieces are not at all standardized, either in 
appearance or construction. In a few large cities such as New York, sev¬ 
eral furniture outlets handle the same manufacturer’s line, and in these 
cities, of course, consumers can shop around and compare prices. In most 
places, however, each furniture manufacturer tends to sell exclusively to 
a single store or to several but restricting each to some part of the mer¬ 
chandise line; therefore, it is virtually impossible for consumers to com¬ 
pare prices of the “same” piece from one store to another. This is what 
makes merchandise selection especially important in successful furniture 
retailing, and whereas the local independent can offer furniture that is “in 
tune” with the consumer preferences in its own locality, chain organiza¬ 
tions, with their centralized buying procedures, find it hard to adjust their 
buying patterns to fit the unique preferences of local markets. 

Some large independent stores are successful because their owners have 
specialized knowledge which enables them to “run rings-around” larger 
eompetitors. Examples abound in the retailing of such goods as oriental 
rugs, musical instruments, and sports equipment. Large numbers of con- 
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sumers hesitate to buy such items in the absence of what they eonsid^ 
professional advice. Chain stores and department stores sell these items, 
but they usually have to resort to employing less well-informed per¬ 
sonnel. 

Another group of large independent retailers has succeeded in building 
local reputations as “quality stores.” Some handle large assortments of 
related merchandise, e.g., men’s or ladies’ apparel, and pride themselves 
in having the latest fashions. Others deal in lines, such as jewelry, where 
consumers consider the “store image” almost as important as merchan¬ 
dise quality. Independents often find it easier to build prestige reputations 
than do their chain store or department store competitors. In addition, 
many independent quality stores are old and well established; it is not 
easy for competitors to acquire quality reputations locally in the space of 
a few months or years. 

In comparison to their competitors, successful independents, both large 
and small, possess significant advantages. Probably the most important is 
that they can more easily adapt their operations to fit the unique needs of 
the communities in which they do business. Furthermore, there is no 
question but that the owner-managers of a good many successful inde¬ 
pendent stores are more able and more aggressive than managers of com¬ 
peting chain stores and department managers of department stores. Nor 
should it be overlooked that large numbers of consumers tend to be loyal 
to locally-owned and operated stores and look askance at stores con¬ 
trolled from out of town. 


Mail-Ordar Houses 

A number of developments contributed to the founding and growth of mail¬ 
order houses. Montgomery Ward and Sears Roebuck, founded in 1872 and 
1886 respectively, both owed much of their early success and rapid 
growth to the completion of the railroads and improvements in postal 
service, including the advent of rural free delivery. These developments 
in transportation and delivery coupled with the comparative isolation 
from retail centers of most of the rural population, set the stage for an 
enthusiastic reception for mail-order merchandising. General stores, for¬ 
merly the chief source of supply for the farm population, found them¬ 
selves hard-pressed to meet either the prices or the extensive merchandise 
offerings of the mail-order houses. Consumers in small towns also were 
attracted as customers of the mail-order houses, even though most such 
towns had stores which collectively offered nearly as wide a merchandise 
selection. 

Both Montgomery Ward and Sears Roebuck confined themselves solely 
to mail-order operations until the 1920’s. In 1921, Montgomery Ward 
opened its first retail store, and this was followed in 1925 by Sears Roe- 
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btK&'s firet retail store. Their opening of retail stores was hastened by 
the spectacular growth in automobile ownership and by the great im¬ 
provements in rural roads. These developments served to transform many 
rural consumers into small-town shoppers, and lessened the relative at¬ 
tractiveness of mail-order buying. Furthermore, the population of the 
country was shifting more and more from being primarily rural to being 
primarily urban. The managements of Ward’s and Sears were alert to the 
marketing significance of these changes, hence their decisions to open re¬ 
tail outlets in urban centers. Today the bulk of the sales of both concerns 
comes from the sales of their retail stores, though mail-order still accounts 
for sizable proportions of their business. Indeed, the retail stores of both 
companies feature “catalog order desks,” which solicit orders for deliv¬ 
ery by their mail-order operations. In some locations, too, both Sears and 
Ward’s maintain “catalog order stores” at which consumers are invited to 
place mail orders either in person or by telephone. Mail-order houses 
such as those of Ward’s and Sears, offer wide assortments of articles 
within each of a large number of merchandise lines. Usually, such mail¬ 
order houses buy directly from the producer, often contracting for a 
large share or even all of the producer’s output. Many small manufac¬ 
turers are completely dependent on one or the other of the large mail¬ 
order houses for distributing all they produce. Most of the over 20,000 
sources of supply for Sears, for instance, are small manufacturers. In¬ 
deed, the company is on record as stating that, “We prefer to work with 
smaller factories, who concentrate on production, and look to us for a 
substantial part of their distribution.” ® In the case of Sears, such small 
manufacturers have been the main suppliers of Sears’ own brands—e.g., 
Kenmore, Homart, Craftsman, SUvertone, J. C. Higgins, and Charmode. 

More limited selections of merchandise are also sold by the mail-order 
method. Small manufacturers often rely on this method to dispose of 
much or all of their output. Among the items “retailed directly” by such 
manufacturers are shirts, men’s and women’s apparel, toys, bird houses 
and feeders, and rugs. Some of these manufacturers distribute catalogs 
to consumers, but more often they use direct-mail promotional literature 
and small advertisements in magazines and newspapers. Mail-order re¬ 
tailing is an important distribution method, too, for many growers of 
trees, shrubs, plants, and seeds who generally distribute both fall and 
spring catalogs to homeowners throughout the country. 

Mail-order retailing is the selling method used also by the many “of- 
the-month” clubs. These clubs typically provide their so-called members 
with the service of pre-selected merchandise, thus relieving members of 
the need for choosing their purchases from a large number of possible 

S The Buying Story, reprinted from the 1956 Report to Stoekholdere (Chicago: Seara, 

Roebuck and Co., 1957), p. 6. 
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alternatives. Book-of-the^Montk Clvb, for example, informs its members 
of monthly selections which must be rejected by members if they do not 
wish to receive them. Members not sending in rejections automatically 
receive monthly selections and are billed accordingly. Members of “of- 
the-month” clubs generally are required to accept a given number of 
selections during their first year of membership, after which they may, on 
their own initiative, write the club cancelling their memberships. Club 
members, therefore, are in the position of finding it easier to accept 
rather than reject selections and to continue rather than discontinue their 
memberships. Because of the features of their operating scheme, the clubs 
are often said to provide automatic distribution for products chosen as 
monthly selections. Most of the clubs are true middlemen, for they make 
their purchases from producers and resell them to consumers. The book 
clubs are the longest established in this field, but there are also similar 
organizations engaged in mail-order retailing of such items as food, fruit, 
toys, gifts, and foreign imports. 


Department Stores 

The department store appears to have been a European, rather than an 
American, retailing innovation. The Bon Marche and other Paris depart¬ 
ment stores came into existence and flourished during the period of the 
French Second Empire (1852-1871). Leading American retailers of the 
1850’s and 1860’s regularly visited Paris and other European market cen¬ 
ters on buying trips, and undoubtedly observed the operating methods of 
the Bon Marche and other European department stores.^ The result was 
that the idea was transplanted to this country. Among the American 
firms which began operating as department stores during this period were 
R. H. Macy (New York), Jordan Marsh (Boston), Marshall Field (Chi¬ 
cago), Scruggs-Vandervoort-Barney (St. Louis), Meier & Frank (Port¬ 
land, Ore.), City of Paris (San Francisco), Thalhimer Brothers (Rich¬ 
mond, Va.), and Rich’s (Atlanta). Not all of these would have qualified 
as department stores at the times of their founding; most started out as 
other types of businesses and switched later to the department store type 
of operation. By the close of the 1870’s, department stores were well- 
established in nearly every major city and many smaller cities and towns. 

Formally defined, a department store is a large retailing business unit 
which handles a wide variety of shopping and specialty goods (including 
women's ready-to-wear and accessories, men’s and boys’ wear, piece 
goods, small wares, and home furnishings) and is organized into sepa¬ 
rate departments for purposes of promotion, service, and control. Thus, 
the two main features of the department store are a broad merchandise 


4P, H. Nystrom, Economics of Retailing (New.York: Ronald Prew, 1932), p. 127. 
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offering and departmental organization. Responsibility for buying and 
selling is decentralized to individual depariments, each carrying differ* 
ent lines of goods, and each under the conta'ol of a merchandising exec¬ 
utive who is usually called a buyer or department manager. Buyers are 
relatively free to operate their departments as they see fit, as long as their 
operations produce profits considered adequate by the store’s top-manage¬ 
ment. In addition to exercising general supervision over merchandising 
operations, the store’s central administrative organization operates and 
maintains the physical facilities, provides such services as credit and de¬ 
livery for the customers, and assists the merchandising departments with 
such functions as advertising and promotion. 

Originally, department stores relied on the great breadth of their mer¬ 
chandise to attract customers. Gradually, however, some of the more 
aggressive stores, seeking to build their trade, broadened the range of 
services offered customers. Today, it is a rare department store that does 
not provide such customer services as charge accounts, installment plans, 
and home delivery. Some offer such exotic services as elaborate restau¬ 
rants and tea rooms, nurseries to care for small children, and free instruc¬ 
tion in arts and crafts. A few of these services are self-supporting, others 
are not. But even though many of these services do show an “accounting 
type” loss, they are maintained by the store because of their proven power 
to “pull in” customers. 

By its very nature, the department store is a “horizontally integrated” 
retail institution. It brings together under one roof a range of merchan¬ 
dise offerings comparable to the combined offerings of many stores spe¬ 
cializing in single or fewer merchandise lines. Although this “exposition¬ 
like” character is the source of much of the department store’s drawing 
power, it is not without its disadvantages, particularly in purchasing. 
Some departments do enough business to justify direct-buying from 
sources of supply, but many do not. The small-volume departments, par¬ 
ticularly in individually-owned stores, often are unable to buy in large 
enough lots to qualify for the quantity discounts obtainable from manu¬ 
facturers and, hence, must frequently resort to buying through whole¬ 
salers and agents, which results in rather high merchandise costs. 

Because of the disadvantages they encounter in purchasing, independ¬ 
ently-owned department stores have begun to organize buying groups. 
Member stores of buying groups cooperatively own, maintain, and use 
the services of resident buying offices located in such main market centers 
as-New York and Chicago. Through consolidation of the orders of mem¬ 
ber stores, the buying office is able to achieve considerable savings by 
placing orders for lots larger than any member could afford to buy in¬ 
dividually. Furthermore, the combined bargaining power of the stores 
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oftra results in lower price quotations by suppliers. A secondary, though 
important, function of the resident buying office is to provide its member 
stores with current information on prices, availability of new' items, and 
trends in fashion. 

Many previously independent department stores have been absorbed 
into ownership groups. Most such department store ownership groups were 
put together originally by financiers rather than by merchandisers. They 
were not intended primarily to result in improved operating efficiency 
but rather in immediate profits for the organisers who, as financial mid¬ 
dlemen, were most interested in profiting from the flotation of new issues 
of common stock. But, over time, central managements of the ownership 
groups lost their solely financial orientations and began to emphasise the 
improvement and standardization of operating policies and procedures. 
One early development was the centralized buying offices which enabled 
stores in the group to buy many standard stock items and some fashion 
goods at lower costs. Nevertheless, many types of merchandise are still 
bought by stores individually. Among these are high fashion items where 
speed of procurement and direct contact with the producer is important 
and the kind of articles which are needed to satisfy purely local demands. 
Top-managements of the department store ownership groups have also 
worked toward greater uniformity in non-merchandising activities, such 
as in the standardization of personnel policies and store operating sys¬ 
tems and records. 

Usually, each department store in an ownership group plans its mer¬ 
chandise offerings so as to cater to classes of trade in its own selling area. 
Because most of the inventory is composed of shopping and specialty 
goods, and because consumer preferences for such articles vary consid¬ 
erably from one area to another, most department stores, whether or not 
they belong to ownership groups, find it difficult to standardize the mer¬ 
chandise offerings of stores in different locations. Furthermore, stores in 
the same ownership group often attract different classes of trade in differ¬ 
ent cities. The uniqueness of the merchandise offering and the classes of 
trade catered to results in each store having a distinctive image. That is 
the main reason why most department store ownership groups continue to 
operate stores under the names they had when they were independently- 
owned. Allied Stores Corporation, for instance, operate, among others, 
Jordan Marsh in Boston, Titche-Goettinger in Dallas, the Bon March£ 
in Seattle, Dey Brothers in Syracuse, and Anderson’s in Boise. Federated 
Department Stores operates, among others, Filene’s in Boston, Shillito’s in 
Cincinnati, The Boston Store in Milwaukee, Bloomingdale’s in New York, 
and Abraham & Straus in* Brooklyn. Each of these stores has quite a dis¬ 
tinct image in its own trading area. 
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Chain Sfon Systems 

Fundamentally, a chain store system is a group of retail stores of essen¬ 
tially the same type, centrally owned and with some degree of centralized 
control of operation. This definition is broad enough to include not only 
the well-known A. & P. and Woolworth “chains” but also Ward’s and 
Sears’ retail stores and the different department store ownership groups. 
So, basically, the distinguishing feature of a chain store system is that it 
owns and controls a group of stores. The department store ownership 
group is one type of chain store system, the retail stores of Montgomery 
Ward are another, and the F. W. Woolworth stores represent still another 
type. However, if only by virtue of long-established and customary usage, 
the term “chain store system” normally refers to a multi-unit retailing 
operation which cannot be categorized as a department store ownership 
group or the retail outlets afiiliated with a mail-order house. This is the 
usage adopted not only in the following discussion, but throughout this 
book. 

The strengths of the chain store system trace directly to the fact that 
it is horizontally-integrated (i.e., it operates multiple stores). With the 
addition of each new store, the system extends its “reach” to another 
group of prospective customers. Also, each store added means greater 
sales volume and, consequently, increased opportunity to effect economies 
through buying in larger-sized lots. It also means that the costs of central 
administration and of providing highly-specialized merchandising, buying, 
and promotional services can be spread over more stores. Thus, such costs 
are reduced for each store in the system. Furthermore, other economies 
are effected through standardization of store systems and procedures and 
the adoption of uniform personnel policies. These strengths, all due pri¬ 
marily to horizontal integration, are reflected in lower costs for the mer¬ 
chandise handled and in generally lower operating expenses than those 
incurred by the independent retailer. 

The chains have in still other ways reduced their merchandising and 
operating expenses. Some savings were secured by eliminating such cus¬ 
tomer services as credit and delivery. Others were obtained by limiting 
the variety of merchandise available by stocking, for example, only three 
different brands of canned string beans in each of two sizes, rather than 
ten brands in four sizes. Still others were realized through application of 
the basic merchandising philosophy of the chain, which is to squeeze the 
maximum sales out of each dollar invested in inventory. In other words, 
the chain gears its operations so that its inventory is small relative to the 
size of its sales volume. One aspect of applying this philosophy relates to 
the chain’s decisions on the composition of the inventory. It seeks to maxi¬ 
mize the number of items which have a short shelf life (the fast sellers) 
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and tries to minimize those with a long shelf Jife (the slow movers). An¬ 
other, and probably more important, aspect concerns the typical chain's 
approach to the problem of making sales. It attempts to build a large 
sales volume by underselling many of its competitors; this means, in 
effect, that the chain is satisfied with a comparatively low profit on each 
item sold. Successful application of this merchandising philosophy results 
in a large sales volume relative to the size of the inventory. And in addition 
to the fact that the typical chain is very careful about the make-up of its 
inventory, we can also say that it “works its inventory harder" than many 
competitors. Whereas the chain stresses large sales volume and low unit 
profits, many of its competitors are satisfied with small sales volumes and 
high unit profits. 

Because the chain store system is a high-volume operation, it ordinarily 
gets its merchandise directly from producers or through their agents. 
Rarely does a chain system buy from merchant wholesalers, for the sys¬ 
tem is usually able to buy in even greater quantities than the wholesaler 
can, and with greater quantity discounts. So, by operating its own ware¬ 
houses, the chain store system effectively becomes its own wholesaler. 
Thus, chain store systems can also be classed as vertically-integrated in¬ 
stitutions, because they take over and perform for themselves functions 
which would otherwise be performed by separate wholesale institutions. 

The weaknesses of the chain store system are derived from its horizontal 
integration and merchandising philosophy. Centralized decision-making 
often means that individual chain stores cannot react to changed local 
conditions as quickly as the more alert of their independent competitors. 
When individual chain units lag behind the independents in making new 
products and brands available, and they frequently do, centralized pur¬ 
chasing is usually at fault. Furthermore, in keeping with the large sales 
volume and low profit merchandising philosophy, the chain must econo¬ 
mize on other costs and dispense with such services as charge accounts and 
delivery. In doing this, they effectively concede to competitors the patron¬ 
age of consumers desiring these services. Moreover, because of its inte¬ 
grated nature, the chain has many stores and requires many managers— 
recruiting, training, and retaining them in the numbers needed are formi¬ 
dable tasks. Individual chains, of course, have found ways to deal with 
or minimize these inherent weaknesses; nevertheless, it is these weak¬ 
nesses, together with the “impersonal and cold” character of most chains, 
that serve to offset many of the competitive advantages chains have over 
independents. 

Chain store systems are important links in the distribution system for 
many types of convenience goods which, as you will recall, are goods Uiat 
consumers generally want to buy frequently, immediately, and with mini¬ 
mum shopping effort. Both large and small manufacturers of grocery and 
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drug products, for instance, know that their brands cannot be made suffi¬ 
ciently available to large masses of consumers unless chain outlets stock 
them. Manufacturers of many items sold through variety stores find that 
if they are to achieve the sales volumes necessary for mass production, 
they must have chain store distribution. Holding out to producers of con¬ 
venience goods the tempting prize of widespread and high-volume retail 
distribution at a relatively low selling cost, skilled chain store buying 
specialists drive hard bargains. They push for and usually obtain the 
lowest possible prices and the most advantageous promotional allowances, 
which are payments made by manufacturers to retailers in return for 
advertising and otherwise promoting products at the retail level. Nor¬ 
mally, chains handling convenience goods expect most suppliers to pro¬ 
mote their own products with heavy consumer advertising in order to 
minimize the "in-store” selling effort needed. In cases of products which 
do not lend themselves to such promotion, the chain often prefers to 
handle its own "store” brands, packed for it either under contract by out¬ 
side manufacturers, or by “captive” (that is owned by the chain) canning 
or processing plants. 

Chain store systems are also important retailers of shopping goods 
which, you remember, are items consumers select and buy only after doing 
some "shopping around.” Chains are extremely active; for instance, in the 
retailing of men’s and women’s apparel, dry goods, and shoes. In contrast 
to many of their independent competitors in these lines, however, the 
shopping goods chains tend to concentrate on low-priced and fast-selling 
items. In other words, chains specializing in shopping goods seek items 
that resemble convenience goods as closely as possible. To obtain them, 
a chain often has to forego handling high-fashion merchandise in favor 
of more staple items. For this reason, too, along with their need for large 
sales volumes, shopping goods chains generally cater to consumers in the 
middle and lower income groups. Such chains commonly have manufac¬ 
turers under contract to supply them with goods according to ; he chain’s 
own specifications, he supplying manufacturers need not L ecially 

large, but th«.. mu ,.e large enough to assure the chain that . ' can 
produce enough to i ! its requirements. In some instances, shopping ^oods 
chains are the retail arms of the manufacturers who own and control them. 
The Robert Hall chain, a retailer of men’s and boys’ clothing, is a division 
of United Merchants and Manufacturers, Inc. Similarly, the Thom McAn 
stores are operated by Melville Shoe Corporation. Other manufacturers, 
such as the shoe-manufacturing Endicott-Johnson Corporation, sell only 
a fraction of their output through their own retail chains and market the 
rest through other types of retailers. But even when chain store systems 
are controlled by manufacturers, there are needs for outside sources of 
supply. Thus, a manufacturer-controlled shoe chain, such as Endicott- 
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Johnson’s own stores, retails not only shoes but such related items as 
hosiery and shoe polish bought from other sources. 

Aetoi/or Cooperof/vss and V<duntary Groups 
With- the expansion of chain store systems in the 1920’s, especially in 
pxHsery and drug retailing, independent stores suffered serious patronage 
losses. Some independents thought they could safely ignore their new 
competitors; othere believed that something had to be done to improve 
their waning competitive position. Particularly alarming to most inde¬ 
pendents was the fact that chain outlets were selling items at retail prices 
lower than the independents’ own wholesale costs. The low chain prices 
were apparently living evidence that substantial savings in merchandise 
costs were possible if the wholesaler was eliminated from the distribution 
channel, and independent grocery and drug retailers began to devise new 
schemes for the reduction of their own w’holesale costs. 

Some independent retailers formed cooperative buying clubs. They 
hoped that the club could obtain lower merchandise costs, and thus enable 
its members to meet chain store prices. Most of these cooperative buying 
clubs were failures because, generally, they had no formal organization 
and their buying operations were sporadic. Many manufacturers refused 
to deal directly with them, often because of pressure applied by whole¬ 
salers. Furthermore, the independents who formed buying clubs too often 
failed to recognize that the low prices the chains were able to advertise 
were not solely the result of their buying advantage. They were actually 
traceable^to policies the chains had adopted from the very first: these 
were the cash-and-carry system, the self-service store layout, and the 
advertising of “loss leaders.” (A loss leader is an item priced under cost 
which serves as a device for drawing customers into the store.) Most 
independents provided credit and delivery services, operated full-service 
stores, and made little use of advertising. Unlike the chains, they hesitated 
to pass marketing functions on to consumers; consequently, they had to 
charge higher retail prices to cover the costs. 

Gradually, groups of independents began to recognize the need for more 
formal organizations that would operate continuously rather than sporadi¬ 
cally, and there evolved the retailer cooperative, an enterprise owned and 
controlled by retailer-stockholders who patronize it and share in any sav¬ 
ings in proportion to their patronage. In contrast to the buying club, the 
retailer cooperative has a warehouse, carries inventory in stock, and em¬ 
ploys a manager. Even more significant is the fact that it renders advice 
and assistance on such retail merchandising problems as store layout and 
location, store operation, record systems, and personnel policies. Often, 
too, the manager of a retail cooperative persuades members to adopt a 
uniform name for their stores and to engage in cooperative advertising, 
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thus reshBpm(. the organization more in the image of a chain store system. 
However, most retailer cooperatives place more emphasis on group buying 
than on group promotion.® Experience indicates, nevertheless, that placing 
heavy emphasis on group promotion is an important key to the success of 
most retailer cooperatives. Only where retailer cooperatives have given 
really large emphasis to group promotion have their independent retailer- 
members become strong competitors of chain store outlets. 

In other instances, it was a wholesaler who took the initiative in organ¬ 
izing independent retailers into a voluntary group. Each retailer affiliating 
with a voluntary group owns and operates his own store but is associated 
with the sponsoring wholesaler for buying and merchandising purposes. 
The retailer-members are expected to concentrate the bulk of their pur¬ 
chases with the sponsoring wholesaler. They are also required to operate 
their stores under the group name and to display uniform store signs with 
the purpose of maintaining some degree of identity among their stores and 
in their promotional efforts. The wholesaler, in turn, tries to supply the 
retailer-members with merchandise at the lowest possible prices. In addi¬ 
tion, he prepares and places advertising in local media and provides advice 
and assistance on other problems. Whereas the early voluntary groups 
admitted any independent retailer of any size, the more recent trend has 
been to restrict membership only to those doing a substantial business. In 
the most successful voluntary groups, the sponsoring wholesaler and the 
retailer-members pay considerable attention to creating effective adver¬ 
tising and to improving store operating efficiency. The largest voluntaries 
are in the food industry, where there are such nation-wide organizations 
as I.G.A., Red and White, and Clover Farm Stores. However, there are 
also voluntaries in other fields, such as hardware and variety merchandise. 

Retailer cooperatives and voluntary groups have become very impor¬ 
tant distributors of convenience goods. In many cases, their buying power 
equals or exceeds that of the chains. In food retailing, for instance, mem¬ 
bers of retailer cooperatives and voluntary groups now have a greater 
sales volume than the corporate chain store systems. Buyers for the larger 
cooperatives and voluntaries have learned to drive just as hard a bargain 
with suppliers as their chain store counterparts. Thus, manufacturers 
have come to regard cooperatives and voluntaries in much the same light 
as the chains and consequently deal with them in almost identical fashion. 

Coniumar Coopwatives 

A consumer cooperative is a retail business owned and operated by ulti¬ 
mate consumers to purchase and distribute goods and services primarily 

S D. J. Schwarts, An Ewplorntory AnaXytit of the Development and Present Btatne 

of Voluntary and Cooperative Croup* t* Food Marketing (Atlanta: Georgia State 

College of Bunnese Administration, 1957), p. 31. 
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to the membership. The earliest known consumer cooperative was started 
in Scotland, but the modem form traces to an English cooperative founded 
in 1844—^the Rochdale Society of Equitable Pioneers. This organisation 
was the first to lay down the principles which have ever since served as 
the keys to successful operation of consumer cooperatives. These “prin¬ 
ciples,” which are really operating policies, are (1) open membership— 
any consumer is free to join, (2) democratic control—each member has 
but one vote regardless of the number of cooperative shares held, (3) lim¬ 
ited interest is paid on capital invested by members, (4) all sales are made 
at prevailing market prices and for cash only, and (5) members receive 
patronage dividends proportionate to the purchases made from the co¬ 
operative. 

Although there are some fairly large consumer cooperatives in the 
United States, their total impact on American retailing has been negli¬ 
gible. Perhaps the main reason why they have not been as successful in 
the United States as they have in Europe lies in the fact that other types 
of retailing institutions grew up here and provided the strongly competi¬ 
tive setting which kept retailing profits low. In Europe, the high and often 
exorbitant profits of retailers furnished the stimulus for consumers to 
band together and open their own retail stores. While the consumer co¬ 
operative movement was thriving and expanding in Europe, chain stores 
and their competitors in the United States were having to learn how to 
provide quality merchandise at low prices. While European retailers were 
still relying on high unit profits and low sales volumes, the newer Ameri¬ 
can retail institutions were emphasizing low unit profits and high sales 
volumes. In other words, retailers in this country recognized early that 
the economies of mass marketing, like those of mass production, could 
only be realized through a combination of large sales and attractive prices. 

Most U.S. consumer cooperatives are in the grocery retailing field. The 
main reason for this is that their organizers have probably been impressed 
with the large part food purchases play in total consumer spending. Most 
consumer cooperatives in the grocery field begin as small and inade¬ 
quately financed enterprises housed in poorly situated buildings with 
scanty stocks and underpaid managements. These are formidable handi¬ 
caps for any firm to contend with. They are especially difficult to over¬ 
come in the highly competitive grocery business, where the sensational 
successes of the chains and supermarkets have so dramatically demon¬ 
strated the importance of large size, adequate financing, well-planned in¬ 
ventory, and efficient management. It is small wonder, then, that con¬ 
sumer cooperatives have experienced rough sledding in the retail grocery 
field. 

Consumer cooperatives stand a better chance of success when they are 
set up to handle merchandise lines other than groceries. For instance, 
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they have been highly successful in operating college and university book> 
stores. The consumer cooperative in this field is often more efficient than 
its privately-owned competitors, most of which are small independent 
stores. Furthermore, in marked contrast to grocery retailing where low 
unit profit margins are the rule, the book and school supply trade is char¬ 
acterized by relatively high margins. This combination of favorable fac¬ 
tors enables many cooperative college stores to pay patronage dividends 
of as much as 15 per cent of members’ purchases. 

However, there is little motivation for consumers to organize coopera¬ 
tives in non-food fields, chiefly because potential savings on small monthly 
expenditures per member seem hardly to justify the effort. Most coopera¬ 
tive college stores were organized to fill an existing "retail vacuum.” 
At the University of Washington, for example, the University Book 
Store w’as organized in 1900 to help in overcoming three problems: (1) 
late arrival of text books causing students to get a late start in class 
work, (2) difficulty in getting faculty cooperation on book orders, and 
(3) the inconvenience of going to stores in downtown Seattle and the 
necessity of going to several stores because of incomplete stocks in in¬ 
dividual stores. Existence of such "retail vacuums” provides at least one 
type of setting that is conducive to the successful establishment of con¬ 
sumer cooperatives. 


Sup0rmarkets 

The first supermarkets appeared in the early 1930’s, during the depths of 
the Great Depression. The pioneer supermarket operators often began 
in vacant warehouses and, through the use of mass merchandise displays 
and heavy advertising, succeeded in transacting what were then tremen¬ 
dous volumes of business. They featured low prices and operated on a 
cash-and-carry basis. That the stores were physically unattractive was 
of little importance; widespread unemployment and shortages of purchas¬ 
ing power made the low-price appeal unusually attractive. The first op¬ 
erators of supermarkets were independents, but, by 1937, nearly all of 
the leading food chains were building supermarkets as fast as tbey could 
find suitable locations—and closing up three of four of their existing 
smaller stores to make way for each of the supermarkets they opened.® 
By this time, of course, the "cheapy” supermarkets located in vacant 
warehouses were rapidly giving way to more attractive supermarkets on 
sites more convenient to customers, and, as this new type of retailing idea 
caught on with more and more businessmen recognizing the great possi¬ 
bilities of supermarket operation, a revolution in food retailing gathered 
steam. 

• Q. M. Iiebhar, Chain Storeg in America, 18S9'I9S9 (New York: Chain Store-Pub- 

liahing Corp., 1959), Centennial Edition, p. 32. 
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The basic characteristics and operating philosophy of the supermarket 
are indicated in its definition—a large retailing business unit selling 
mainly food and grocery items on the basis of the low margin appeal, wide 
variety and assortments, self-service, and heavy emphasis on merchan¬ 
dise appeal. Supermarkets were devised originally as food retailing busi¬ 
nesses, and they continue to base most of their operations on the mass¬ 
selling of food and grocery items. However, in order to widen their mer¬ 
chandise appeal and, at the same time, improve their profit potentials, 
increasing numbers of supermarkets have added such non-food lines as 
drugs, household utensils, hardware items, and garden supplies. This trend 
toward ‘^scramble merchandising," together with the spreading habit of 
many consumers to shop only once or twice a week for groceries, has 
enabled the supermarket to increase the dollar value of the average order 
sold each customer on each trip to the store. To stimulate store traffic, 
the supermarket typically promotes its low prices through the heavy use 
of advertising, mass merchandise displays, and the use of premium and 
trading stamp plans. Because it needs a high sales volume for profitable 
operation, the supermarket requires large floor space, a layout designed 
to achieve maximum merchandise exposure, large merchandise stocks on 
the selling floor with readily accessible reserve stocks, and adequate 
check-out counters. In addition, it is important to provide check-cashing 
facilities and a parking lot of such size as to handle peak volumes of 
business.'^ 

Except for the difference in merchandise lines, the supermarket and 
the discount house have a great deal in common. Both rely on the appeal 
of low prices, wide variety and assortments, self-service, and the handling 
of well-known brands of merchandise. Both seek to keep their prices 
down by combining operating expense economies with a high volume 
business in fast-selling items. Notice, however, that the supermarket is, by 
definition, a large retailing business unit whereas the discount house may 
be any size—from very small to very large. The larger discount house is 
the one most closely resembling the supermarket and, as a matter of fact, 
many new, larger discount houses have added grocery departments and 
are offering very tough competition to the supermarkets in their trading 
areas. Since a discount house, like a supermarket, must maintain a large 
over-all sales volume if it is to be able to offer its low prices, many are 
operating their grocery departments at no profit or even at a loss, con- 


T“Some supermarkets are successful without providing parking space-The trend, 

however, is to provide more parking space. Early markets provided one square foot 
of parking space to one square foot of store space. This ratio increased to as much as 
two or three times as much parking space as space in the store. At this writing the 
■upermarkets like to have a ratio of at least four to one." P. D. Converse, Fiftn 
Ym/tu of Marketing in Retroepeet (Austin: Bureau of Business Research, The Uni¬ 
versity of Texas, 1059), p. 66. 
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sidering them mainly as a means to getting people into the store and 
maintaining the required over-all level of sales. Nearby supermarkets 
have found it difficult to match the discount house’s “non-profit” grocery 
policy—^tough competition indeed! 

Many of the buying practices of supermarkets are routine. Certain 
staples and nationally-advertised items are carried by nearly all super¬ 
markets, e.g,, the lines of Campbell’s soups, Rice Krispies, and Under¬ 
wood deviled ham. The responsibility for buying varies with the size 
and organizational structure of the company. Large supermarket chains 
have specialized buyers who bargain with and make routine purchases 
from suppliers, and store managers who requisition such items from ware¬ 
houses. In smaller companies, a single individual often handles nego¬ 
tiations for all routine purchases. Managers of produce and meat depart¬ 
ments often have authority to buy for their own departments. Super¬ 
markets that belong to retailer cooperatives and voluntary groups usually 
make the bulk of their routine purchases through the wholesaling units 
of such organizations. Ordering and shelf stocking of certain items, such 
as crackers and cookies, frequently are handled by manufacturers’ sales¬ 
men under the authorization of the owner, manager, or person responsible 
for buying.® The ordering and stocking of non-food lines, such as those 
handled by rack jobbers, also is often taken care of with minimum super¬ 
vision by supermarket personnel. 


Discount Houses 

A discount house is a retailing business unit which features consumer 
durable items, competes on a low-price basis, and operates on a rela¬ 
tively low markup and a minimum of customer service. Discount houses 
range from small open showroom and catalogue type order offices all the 
way to full line, limited service, promotional stores which closely re¬ 
semble and, actually, can be classified as department stores. Also included 
is the “closed door” or membership type of discount house which sup¬ 
posedly caters only to homogeneous groups such as union members, gov¬ 
ernment employees, or teachers.® In fact, the term “discount house” is 
being used more and more in referring to any retail establishment whose 
main promotional emphasis is on selling nationally advertised merchan¬ 
dise at prices below those of conventional dealers. 

Although some appeared in the late 1930’s,^® discount houses were 
neither numerous nor widespread until after World War II. After the 


SF. J. Gharvat, Supermarketing (New York: Macmillan, 1961), p. 76. 

®R. D. Entenberg, “The Discount House—^Panic or Panacea?" Georgia Business, 
Vol. 21, No. 4 (October 1961), p. 1, 

10 S. C. Hollander, “The Discount House,” The Journal of Marketing, No, 1, Vol. 
XVIII (July 1953), p. 58. 
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first rush of postwar buying subsided, discount houses began to set up in 
the so-called “hardgoods” lines—^i.e., appliances, furniture, and other 
consumer durables of relatively high unit price. Manufacturers of major 
appliances and other consumer durables, encouraged by the strong im¬ 
mediate postwar consumer demand for their products, had greatly ex¬ 
panded their production facilities. Before long, however, they recognised 
that their expanded facilities were capable of producing far more than 
their established outlets using traditional retailing methods could sell to 
ultimate consumers. These outlets were, for the most part, department 
stores and small independent dealers. Manufacturers either had to per¬ 
suade these outlets to improve their selling efficiency or obtain more out¬ 
lets to help in retailing the expanded production. It was in this setting 
that manufacturers began to turn to discount houses which could provide 
the needed additional sales volume.” 

In the late 1940’s and early 1950’s, then, circumstances were ripe for 
the establishment and growth of the new discount houses. Traditional ap¬ 
pliance outlets such as department stores and small appliance dealers 
had grown accustomed to high markups, ofton 35 or 40 per cent of the 
retail price, and they were also used to selling at manufacturers’ full 
“list” prices. Furthermore, appliance manufacturers had promoted their 
brand names to the point where the consumer was no longer concerned 
whether the retailer would guarantee the quality of the product. Every 
reputable manufacturer now stood behind his products regardless of the 
outlets from which consumers bought them. Discount house operators 
found that they could sell appliances and other consumer durables profit¬ 
ably at prices ranging as much as 30 per cent below those of the tra¬ 
ditional outlets. The traditional retailers were at first able to maintain 
their own total sales and profits, and, for a few years, did not put up 
much of a competitive battle. By the time they realized that they had to 
“come out slugging” and “meet or beat discount house prices,” discount 
houses had already won great customer loyalty on the basis of their 
strong price appeal.^^ 

Discount houses buy their merchandise stocks both from wholesale 
distributors and directly from manufacturers. Early in their growth, they 
did nearly all of their buying from distributors. Sometimes, so-called 
“legitimate” retailers, not wanting to compete on a price basis, put pres¬ 
sure on distributors to stop supplying the discounters. When their sup¬ 
plies are cut off, discount houses will either buy from other retailers, 

HE. Gudeman, A Profile of 8ear$, The ToW Lecture Seriee, Harvard Business 
School, February 12, 104», p. 15. 

ISA. R. Oxenfeldt in Ditcouni House Operations, hearings, Senate Small Business 
Committee, Subcommittee on Retailing, Distribution, and Fair Trade Practices, June 
23. 24, and 25, 1958, p. 400. 
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either legitimate or discount types, on a cost plus five per cent basis, or 
work out exchange arrangements with other discount houses whose sup¬ 
plies have not yet been cut off.** 

As discount houses grew larger and became important outlets for many 
consumer durables, and as chains of discount houses such as E. J. Kor- 
vette were organized, more and more manufacturers began to make di¬ 
rect sales to them. Eventually, discount houses may wind up with even 
more direct-buying privileges. Although discount houses, like the chains, 
are “hard" buyers, they are also “fast" buyers. Manufacturers appre¬ 
ciate a “fast" buyer when they find themselves with imexpectedly large 
inventories that more conventional retail outlets seem incapable of 
moving.** 


Automatic Soiling 

Automatic selling, or as it is more commonly known “automatic vend¬ 
ing," involves the sale of goods or services to ultimate consumers through 
coin operated machines. Whereas most automatic vending machines are 
still coin operated, there are reports of promising experiments with ma¬ 
chines that may accept paper currency. There are already machines which 
are capable of making change for one dollar bills, thus overcoming a 
longtime disadvantage of automatic vending—^the inability to serve cus¬ 
tomers who do not have the proper change. Automatic selling is not a 
new method of retailing, for the Tutti-Frutti Company installed chew¬ 
ing gum machines at elevated railroad stations in the 1880’s. Tradition¬ 
ally, the major portion of vending machine volume has and still comes 
from soft drinks, cigarettes, and candy. Two out of every ten candy bars 
sold are sold through vending machines, 16 out of 100 packs of cigarettes, 
and more than one out of four soft drinks.*® 

Among the many attempts that have been made to use vending ma¬ 
chines for products other than soft drinks, candy, and cigarettes, those 
with packaged milk and ice cubes have been most successful. But many 
have failed. In 1950, for instance, Filene’s, a Boston department store, 
installed 23 machines in the Boston Greyhound bus terminal selling goods 
ranging from men’s hose and ties to ladies’ panties and babies’ rattles. 
After two years, the experiment was abandoned as a failure. The Grand 
Union supermarket chain has conducted a round-the-clock supplementary 
vending operation for certain grocery staples, but the company still calls 
it an “experiment." 


ISF. W. Gilchrist, “The Discount House,” The Journal of Marketing, Vol. XVII, 
No. 3 (January 1853), p. 268. 

B. B. Weiss, “Marketing’s Coming Readjustment to Low-Margin Retailing" (New 
York: Doyle*Dane‘Bembach Inc., 1957), p. 42. 

IB "How Will Vending Boom Affect Selling,” Priutera’ Ink, October 30, 1959, p. 68. 
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Although automatic selling still accounts for less tlian one per cent of 
all retail sales—only |2.1 billion out of an estimated $220 billion total in 
1958—^vending machines arc becoming increasingly im|Dortant as outlets 
for many types of products. The National Automatic Merchandising 
Association estimates that there are about 5,600 vending machine opera¬ 
tors in the United States operating more than 3.7 million machines selling 
products that literally range from soup to nuts. Vending machine volume 
expands with each new technological improvement in machine design and 
operation. The first coffee vending machine, for instance, was installed in 
1946 and just twelve years later, in 1958, such machines were selling 
coffee at an annual rate of $189 million. N.A.M.A. states that the avi*rage 
person now spends about $12.50 on purchases fiom these machines each 
year. The association predicts that annual vending A'olunio will double 
by 1965, that is rise to the $4 billion levcl.^* Probably this estimate is 
much too conservative for, judging from the rapid progress automation 
is making in other fields, technological advances in vending machines 
are very likely to come with increasing frequency in the years ahead. 


Shopping Centers 

The Urban Land Institute defines a shopping center as “a group of com¬ 
mercial establishments, planned, developed, owned, and managed as a 
unit, with off-street parking provided on the property (in direct ratio to 
the building area) and related in location, size (gross floor area) and 
type of shops to the trade area that the unit serves—generally in an out¬ 
lying or suburban territory.” Shopping centers are classified accord¬ 
ing to their size, which is determined by the area served and which, in 
turn, determines the kinds and variety of stores included.’” 

The neighborhood center is the smallest and most common type of shop¬ 
ping center. A supermarket is usually its focal point wdth the smaller 
stores geared to supply convenience goods and services (drug and hard¬ 
ware stores, beauty and barber shops, laundry and dry cleaning estab- 


16 The Wall Street Journal, Nov. 7, 1958, p. 24. 

17 “Shopping Centers Re-studied," Technical liutletin No. M (WiisliiiiKton, l).r : 
Urban Land Institute, May 1957). 

The American Marketing Association defines a shopping <eiiter as "u geographical 
cluster of retail stores, collectively handling an assortment of goods varied enoiigli to 
satisfy most of the merchandise wants of consumers within convenient travelling 
time, and, thereby, attracting a general shopping trade.” Unfortunately, the AJVI.A. 
definition includes both planned and unplanned shopping areas. I’nplanned shopping 
areas, usually called “shopping districts," are non-integrnted, i.e., they have no overall 
plan with respect to the merchandise stocked by each ret.iilei. In contrast, the shop¬ 
ping center defined by the Urban Land Institute is an integrated, pl.inned unit. For 
that reason, the definition provided by the Urban Land Institute seems to be the 
most significant for purposes of this discussion. 

18 The discussion on kinds of shopping centers is adapted from: “Shopping Centers 
and New York State's Retail Economy,” Neio York State Commerce Review, Vol. 12, 
No. 9 (September 1958), p. 2. 
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lishments, gasoline stations) to some 7,500 to 20,000 people living within 
six to ten minutes driving distance. Neighborhood centers may have only 
a dosen stores but the total area occupied, including parking space, is 
likely to range from four to ten acres. Generally, it is agreed that a 
neighborhood center is well-located if there are no strong competitors 
within about two miles. 

The community center is a larger operation and usually features a va¬ 
riety store or a small department store in addition to the supermarket 
and other small stores also found in the neighborhood center. Thus, the 
community center provides a merchandise offering which includes a selec¬ 
tion of shopping goods, such as clothing and house furnishings, as well 
as convenience goods. The community center serves a market of from 
20,000 to 100,000 persons, and occupies from ten to thirty acres. Accord¬ 
ing to experts in the field, the community center should not have strong 
competitors within a radius of three to four miles. 

The regional center is the largest of all. One or even two large depart¬ 
ment stores provide its main drawing power which is further enhanced 
by up to 100 smaller stores. Some regional centers, though not all, in¬ 
clude one or two supermarkets to add further to total shopping attrac¬ 
tiveness. Shoppers, therefore, may select from a very wide range of goods. 
Regional centers are usually set up to serve 100,000 to 250,000 people 
living within a radius of five to six miles. Such centers, more closely re¬ 
sembling downtown shopping districts than the smaller centers, are slowly 
but surely changing consumer shopping habits, especially because they 
reduce the need or urgency to go downtown to shop. 

Because of their relatively generous parking facilities, easy accessi¬ 
bility by automobile, and nearness to the suburban middle income market, 
regional centers now threhten both the central city’s downtown shopping 
district and the older “main street” suburban business district.^* One 
Cleveland retailer is on record as estimating that, of every $20 million 
spent in shopping centers, $10 million comes out of “downtown’s hide.” “ 
Downtown merchants are pressing for measures to alleviate traffic con¬ 
gestions and also for improved parking facilities, but they are not likely 
ever to match the convenience of the outlying shopping centers. But, on 
the other hand, an outlying center cannot equal the strategic location of 
the downtown to serve a vast region, nor can it match the downtown’s 
vast range and selection of goods and services.^^ It is not economically 
feasible, for instance, for regional centers to include stores selling many 


la Am Analym of the Cron County Shopping Center and itt Impact on EitahUehed 
Shopping Areoij Westcbeater County Department of Planning, October 1956, p. 1. 
20 Bneineee Week, Dec. 5, 1959, p. 82. 

21W. ApplebAum and B. L. Scbapker, A Quarter Century of Change in Cincinnati 
Bueineee Centert (The Cineinaati Enquirer, August 1956), p. 32. 
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items bought mainly by the “carriage trade"—bracelets and earrings in 
the $30,000 price class, fur pieces and coats selling at thousands of dol¬ 
lars apiece, expensive grand pianos, and collections of rare books. No 
reponal center serves a large enough number of the kind of people who 
might want to buy such items, whereas downtown shopping districts in 
most large cities, because they draw in trade from a much wider area, 
are fully capable of supporting such retail stores. Note, too, that the 
items used as examples all fall into the specialty goods classification— 
consumers are willing to make a special purchasing effort in order to lo¬ 
cate the stores which have such items for sale. 

For the manufacturer, the main marketing significance of the planned 
shopping center lies in the fact that it is an integrated retail unit. Con¬ 
sumers often view the center as a single large shopping convenience and 
not as a conglomeration of individual stores each going its separate way. 
Recognizing this, shopping center tlevelopers sometimes restrict the 
classes of merchandise individual stores are permitted to handle. In other 
centers, a certain degree of controlled competition among stores handling 
similar merchandise lines is allowed. Thus, a manufacturer of lighting 
fixtures, accustomed to selling his line through both hardware stores and 
department stores, encounters three different distribution situations in 
shopping centers: (1) In some, the line is restricted to the hardware store, 
(2) in others, it is restricted to the department store, and (3) in still 
others, both the hardware store and the department store are free to 
handle the line. This same manufacturer may even find instances where 
shopping center branches of department stores are not permitted to 
handle his line even though the parent stores have represented the line 
for years. The great need for information about such situations explains 
why manufacturers should maintain close contact with their dealers op¬ 
erating, or who may be planning to operate, stores in shopping centers. 
In addition, the extensive use made of self-service in shopping centers 
has caused many manufacturers to redesign product packages and add 
more information to the labels. Furthermore, with the growing importance 
of the regional centers, manufacturers have been led to re-examine their 
advertising practices, especially with respect to advertising in media 
which are aimed specifically at the trading areas of shopping centers. 

PACILITATINO agincies in markiting 

There are many institutions which make siginficant contributions to the 
process of marketing, but which may not be classified as marketing mid¬ 
dlemen since they neither take title to goods nor negotiate purchases or 
sales. These institutions, known as facilitating agencies, assist in the per¬ 
formance of one or a number of the marketing functions but, as men¬ 
tioned above, neither take title to goods nor negotiate purchases or sales. 
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Examples of such agencies are banks, railroads, storage warehouses, com¬ 
modity exchanges, stock yards, insurance companies, industrial design 
consultants, graders and inspectors, advertising agencies, firms engaged 
in marketing research, cattle loan companies, furniture marts, and pack¬ 
ers and shippere. We have listed below the marketing functions which we 
discussed in Chapter 3, together with samples of marketing facilitating 
agencies which generally assist in performing each function: 


1. Product planning 

and development. 

2. Grading and standardizing 

3. Buying and assembling .. 

4. Selling . 

5. Storage . 

6. Transportation . 

7. Marketing financing. 

8. Risk bearing. 

9. Market information . 


Industrial design consultants* 

Graders and inspectors 

Stock yards 
Packers and shippers 

Commodity exchanges 
Furniture marts 
Advertising agencies 

Storage warehouses 

Railroads 

Banks 

Cattle loan companies 
Insurance companies 
Marketing research firms 


It is worth emphasizing that marketing facilitating agencies are not mar¬ 
keting middlemen. Facilitating agencies are concerned neither with effect¬ 
ing transfers of title nor with negotiating such transfers, whereas market¬ 
ing middlemen are always concerned with one or the other. Even though 
certain facilitating agencies (e.g., stock yards and advertising agencies) 
sometimes assist in performing the buying and selling functions, they 
neither negotiate nor effect transfers of title. Most marketing facilitating 
agencies, of course, assist with business activities other than buying and 
selling and, in these cases at least, it is clear that they do not qualify as 
marketing middlemen. 


DISTRI9UTION CHANNIIS 

In the following discussion we will first consider a few of the more impor¬ 
tant problems confronting manufacturers in choosing channels of distribu¬ 
tion ; then, we will briefly analyze some channels of distribution in ccnamoii 
use. 










INSTITUTIONS AND CHANNELS II 117 


Problems in Choosing Distribution Channels 
A manufacturer’s role in the selection of distribution channels is primarily 
one of adjusting to the needs and expectations of buyers at each distribu¬ 
tion level. At the retail level, these buyers are the ultimate consumers; they 
are not even remotely interested in the manufacturer’s ideas as to which 
outlets should sell his products. Ultimate consumers buy from those re¬ 
tailers who are capable of best serving their needs. The discount house is 
an excellent example of this. In the late 1940’s and early 1950’s many 
manufacturers of nationally-advertised items refused to jicrinit discount 
houses to handle their lines. Nevertheless, as wc mentioned earlier, dis¬ 
count houses managed to obtain merchandise; ultimate consumers, in 
ever-increasing numbers, demonstrated that they preferred to buy such 
items from discount houses rather than from more conventional retailers. 
Manufacturers, realizing the lu>pelessuess of trying to keep their products 
out of discount houses (and the potential loss in sales volume if they suc¬ 
ceeded) relented, many of them actively seeking retail representation 
through discount houses. 

At other distribution levels, buyers’ preferences arc e<iually important. 
Once the manufacturer determines which kinds of retailers will bo most 
acceptable to ultimate consumers, he mu.st find out the type of supplier 
from which retailers prefer to buy the product. Retailers may customarily 
buy directly from manufacturers or they may buy nearly all their stock 
from wholesalers. AVhatever the normal buying pattern of retailers, a 
manufacturer is well-advised to make his product available through the 
same sources of supply. 

Not only does the manufacturer have to make up his mind about the 
kind of middlemen he should use on each distribution level, he must also 
decide on how many middlemen there should be handling his product on 
each level. If he decides to sell directly to retailers, he must choose from 
among many different kinds of retailers; if he decides to use wholesalers, 
he will also have to choose from among the different kinds of wholesale 
institutions. Then, he attempts to determine how n)any retailers of the 
chosen types will be needed to reach the consumers he wants to reach and, 
assuming he decides to use wholesalers also, how many wholesalers of the 
chosen types will be required to reach all tlic retailers he desires to use. 
If we think of the different kinds of middlemen as kinds of “institutional” 
building blocks, as we did earlier in this chapter, we can say that the 
manufacturer must decide not only what kinds of building blocks to in¬ 
clude in his distribution channel (s), but also how many of each kind he 
needs. 

An example will shed additional light on the size and complexity of the 
manufacturer’s problems in choosing di.^tribution channels. A rnanufac- 
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turer of home appliances, seeking retail outlets, is faced with a choice of 
appliance stores, department stores, chain stores, furniture stores, and dis¬ 
count houses. From these, he must decide on appropriate outlets in every 
city and town where he wants his product to be sold at retail. Usually, 
appliance manufacturers do not try to achieve distribution through every 
available retail outlet in every community, but they must determine which 
specific outlets in each city and town will be likely to do the best selling 
job. Our appliance manufacturer could decide to sell only through one kind 
of retailer—^possibly only through furniture stores. An alternative would 
be to adopt a more widely used policy—^that of varying selection of out¬ 
lets in each city and town according to the relative merits of local retailers. 
Finally, the manufacturer would have to contact all retailers he decided to 
use and persuade them to distribute his line in their areas. 

We will analyze the manufacturer’s problems in choosing distribution 
channels in much greater detail in a later chapter,^^ but the significant 
thing to recognize at this time is that the manufacturer must consider 
the interests of outside parties (final buyers of the product, and middle¬ 
men) before he makes this important 'decision. In other words, he is not 
free to make the channel-decision in a “vacuum.” Only when there is a 
product shortage is there ever any excuse for a manufacturer to make uni¬ 
lateral channel-decisions and, even then, it is a questionable procedure. In 
this age of plenty, however, channel usage must be determined by the 
needs and expectations of final buyers and those at each distribution level. 
And it must be remembered that channels which serve well today may not 
do so tomorrow. 

Marketing novices always ask why comparable manufacturers of simi¬ 
lar products often use different distribution channels. Such a circumstance 
may be explained by any of four different reasons. First, it is not always 
possible for a manufacturer to use the channel he prefers if it is already 
being used by competitors. A manufacturers of men’s suits, for example, 
may want to distribute his line through the leading men’s store in each 
town, but many such retailers may be fully satisfied with competitive 
lines already in stock. Confronted with this sort of situation, the manu¬ 
facturer may have to compromise in some communities and accept second 
best men’s stores, or the men’s departments of department stores. Second, 
some manufacturers, ignorant of ultimate consumers’ preferences for cer¬ 
tain outlets, convince themselves that the superiority of their products will 
attract ultimate consumers to the outlets they use. Third, some manu¬ 
facturers simply disregard ultimate consumers’ desires and use outlets 
which are easiest to obtain. And fourth, when two manufacturers of simi¬ 
lar products use different channels, each may actually have made the 


28 See Chapter 17. 



INSTITUTIONS AND CHANNELS H 119 


“best” choice, because each may be successfully catering to different mar* 
ket segments. When a manufacturer is unable, for one reason or another, 
to use what is for him the best possible channel, he may still succeed in 
moving his goods through another channel and into the hands of some ulti¬ 
mate consumers. But he may not be as successful as he would have been 
had he been able to use the best channel or combination of channels. 

Channels of Distribution in Common Use 

0 

dibect-to-consumer OB USER. There must always be at least two levels 
in even the shortest distribution channel. They are the producer and the 
ultimate consumer or industrial user. The direct producer-to-industrial 
user channel is used in marketing many types of industrial goods. There 
are several reasons for this: Many industrial products have markets com¬ 
posed of relatively few potential users. The users of particular types of 
industrial products tend to be clustered in only a few market areas. Some 
industrial products have special servicing and installation requirements 
which the manufacturer can best provide. Others are so technical that 
manufacturers must employ sales engineers to deal directly with prospec¬ 
tive users. Finally, in many cases, industrial users insist on being permitted 
to buy directly and are able to buy in quantities large enough to make 
direct sales by producers economically feasible. 

The direct producer-to-ultimate consumer channel is not nearly as im¬ 
portant, but many consumer products are being marketed this way. Farm¬ 
ers sometimes deal directly with consumers at roadside stands or from 
stalls in public markets. Small businesses, such as bakeries and dairies, 
and larger businesses, such as the tire manufacturers, quite often sell di¬ 
rectly to consumers, either through their own retail outlets or on a house- 
to-house basis. There are even a few manufacturers, in such lines as shoes 
and shirts, who sell directly to consumers through mail order departments. 
However, few manufacturers of consumer products rely wholly or even 
principally on the producer-to-ultimate consumer channel. The reasons 
are fairly obvious: ultimate consumers are numerous, widely scattered, 
and accustomed to buying in very small quantities. 

indirect dis^tbibution through AGENT MIDDLEMEN. Somc producers 
use agent middlemen as intermediaries between themselves and the next 
level of distribution. (Agent middlemen, it should be remembered, gen¬ 
erally operate at the wholesale level.) Agent middlemen are much used 
in marketing agricultural produce, partly because most farmers are too 
small to handle their own distribution efficiently and partly because the 
nriftin growing areas are often geographically apart from the ISiTger markets. 

In the marketing of manufactured products, both industrial and con¬ 
sumer goods, agent middlemen are. used usually, though not exclusively. 
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by manufacturers who want to rid themselves of much of the marketing 
task. A manufacturer’s entire output may be turned over to one or a small 
number of agent middlemen for marketing, in which case the manufac¬ 
turer’s distribution channel problem is reduced to that of selecting and 
persuading certain agents to serve as his representatives. In other instances, 
the manufacturer may use agents to market his product in some areas, 
generally areas with limited market potentials, and either use his own sales 
force or sell directly to merchant middlemen in the remaining areas. 

When agent middlemen arc used, they negotiate the transfer of legal 
title to the pn)ducer’s merchandise with institutions active on the next 
level of distribution. In the case of consumer goods, these negotiations are 
carried on with either merchant wholesalers or retailers or both, or the 
agent makes arrangements for further negotiations to be handled by other 
types of agent middlemen situated further along the distribution channel 
and nearer the ultimate consumer. For such products as furniture, which 
are usually .sold through a limited number of retail outlets, the agent or¬ 
dinarily negotiates directly with retailers. For products sold through large 
numbers of retail outlets, such as most food and grocery items, the agent 
usually negotiates with merchant wholesalers who, in turn, sell to retail¬ 
ers. However, in marketing food products, agents may also deal directly 
with such large volume retailers as the grocery chains and retailer co¬ 
operatives. In the marketing of industrial goods, agents usually negotiate 
directly with industrial users but, in some lines such as small hand tools, 
it is common for them to negotiate with merchant wholesalers, known as 
industrial distributors or mill supply houses, which, in turn, sell to the 
industrial users. 

MANUFACTI RER TO RETAILER TO ULTIMATE CONSUMER. This is One of the 

most common distribution channels used for reaching the consumer mar¬ 
ket. Manufacturers using it generally have some compelling reason for 
avoiding wholesale middlemen: Their products may be perishable, either 
physically or fashion-wise, hence speed in distribution is essential. The re¬ 
tailers involved may be predominantly large (such as chains, department 
stores, and mail-order houses) and, as a matter of policy, refuse to buy 
through wholesalers. The retailers handling the product may be located 
near each other, thus making it convenient for the manufacturer to sell to 
them directly. The available wholesalers may be unable or unwilling to 
provide the type and amount of promotional support that the manufac¬ 
turer feels his product requires. Finally, the manufacturer may simply de¬ 
sire closer contact with ultimate consumers than that afforded through 
channels containing more distribution levels. 

Manufacturers distributing their products directly to retailers must be 
able to finance the inventories that w'ould otherwise be carried by mer- 
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chant wholesalers. Furthermore, the manufacturer ideally should either 
have a wide enough line to permit his salesmen to write fairly large orders, 
or a narrower line of products generally ordered by retailers in large 
quantities. If the product line is not ordinarily purchased in large quanti¬ 
ties by individual retailers, the manufacturer should have some other 
strong reason, such as those mentioned earlier, for selling directly to re¬ 
tailers. 

MANUFACTURER TO MERCHANT WHOLESALER TO RETAILER TO ULTIMATE CON¬ 
SUMER. This consumer goods channel is often referred to as the “tradi¬ 
tional” or “orthodox” distribution channel. A manufacturer finds it suit¬ 
able under some or all of the following conditions: the manufacturer has 
a narrow product line; he is unable to finance distribution direct to re¬ 
tailers or can put the necessary fund.'! to more productive use elsewhere; 
retail outlets are numerous and widely dispersed; wholesalers are able 
and willing to provide strong promotional support or the product doc.'s not 
require such support; the products are staples, not subject to fihysical 
or fashion deterioration; the manufacturer’s advertising to ultimate con¬ 
sumers exerts a strong pull in causing retailers to stock the product. Manu¬ 
facturers who use this channel but desire closer contact with retailers often 
employ “missionary” salesmen who, while calling on retailers ordinarily 
refer any orders they obtain to local wholesalers for filling and delivery. 

MANUFACTURER TO MERCHANT MIDDLEMAN TO INDUSTRIAL USER. This 
distribution channel is used by many producers of such industrial items 
as small tools and other standard pieces of equipment. Tliese are products 
of comparatively small unit value which are used by numerous and di¬ 
verse industrial establishments. Merchant middlemen serving the indus¬ 
trial market, though their operations in many ways resemble those of con¬ 
sumer goods wholesalers, sell directly to industrial users. Such merchant 
middlemen are known to the trade as industrial supply houses, mill sup¬ 
ply houses, industrial hardware distributors, equipment distributors, and 
by other similar titles. 


CONCLUSION 

We have placed particular stress in Chapters 4 and 6 on the dy¬ 
namic nature of marketing institutions. In the past two hundred 
years, the rate of institutional change has greatly accelerated. The 
general store and the general merchandise wholesaler, for instance, 
evolved, reached their peaks of importance, and have gradually 
almost faded away. The department store, the mail-order house, 
and ehain store systems appeared, scored great successes, and then 
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settled back as significant but not dominating features of the re¬ 
tail scene. Newer institutions such as the rack jobber, the super¬ 
market, the planned shopping center, and the discount house, 
probably have not yet grown to full maturity. Traditional insti¬ 
tutions, such as the general line wholesaler and the independent 
store, have had to modernize their operating methods in order to 
stay in business. 

Many of these changes in marketing institutions and their op¬ 
erating characteristics represent a continuation of long-range 
trends; a few represent a reversal of previous trends. They have 
come about in almost all cases as the result of attempts to adjust 
operating methods more closely to the often changing needs and 
expectations of the market. Institutional evolution and change can 
be expected to continue, perhaps at an even more rapid rate, with 
only those institutions capable of adjusting to the changing char¬ 
acteristics of markets likely to survive. 

The implications for the manufacturer are clear. There must be 
continuing adjustments made in channels of distribution because 
the institutions that make up the channels are themselves con¬ 
stantly changing. But, other factors also contribute to the manu¬ 
facturer’s distribution channel problems. Since channels are meth¬ 
ods of reaching markets, changes in markets (as described in 
Chapter 2) require corresponding changes in distribution chan¬ 
nels. Similarly, changes in products or in consumers’ or users' at¬ 
titudes toward products may require changes in channels. Thus, 
when the outboard motor became more than an item of equipment 
for fishermen, it became necessary to broaden its distribution. 
Activities of competitors determine the aggressiveness of promo¬ 
tion sometimes necessary to sell a product successfully, so changes 
in competitive action may require changes in channels of distri¬ 
bution. For all these reasons, manufacturers must regularly re¬ 
evaluate their channels of distribution. 

9UISTIONS AND MOILIMS 

1. When direct (door-to-door) selling costs run as high as 60 
per cent of selling price, is it really possible, in your opinion, to 
justify this method of distribution from a cost standpoint? 
Please explain. 

2. Would you agree that in most instances the small independent 
retailer is an uneconomical operation, i.e., the proprietor could 
earn more money working the same number of hours for some¬ 
one else? Why do such operations continue? 
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3. The main reason for patronising mail-order houses in the 
nineteenth century was inaccessibility of other buying sources. 
What would you say is the main reason for patronizing such 
outlets today? 

4. The future of the department store depends on the continu¬ 
ing demand on the part of the consumer for services, such as 
credit, delivery, and many more exotic ones, and his willing¬ 
ness to pay for these services. Do you agree? 

6. Does the fact that chain stores are horizontally integrated 
constitute their main competitive advantage? What other im¬ 
portant factors have contributed to their success? 

6. Can you raiplain why producer cooperatives have been so 
much more successful than consumer cooperatives in the 
United States? * 

7. Supermarkets are described as integrated marketing institu¬ 
tions. What kind of integration is represented by this kind of 
store? Why should independent supermarkets find it desir¬ 
able to be members of voluntary chains? 

8. Some of the new discount houses have been described as soft 
goods supermarkets. Is this description accurate? How similar 
are the operating methods of the two types of institutions 
(discount houses and supermarkets)? 

9. Does the evolution of large, planned shopping centers spell 
the ultimate elimination of downtown shopping centers? In 
what ways do downtown merchants have an advantage over 
merchants in the shopping centers? 

10. Can you foresee the possibility that all convenience goods 
may eventually be sold in vending machines? Comment. 

11. The manufacturer does not merely select the middlemen in 
his channel of distribution; this is a two-way process involv¬ 
ing also decisions by the middlemen. Please explain this 
statement. 

12. When the manufacturer sells to the consumer through his own 
retail outlets, is this really a manufacturer-direct-to-consumer 
channel of distribution, or is it in essence the same as the 
manufacturer-to-retailer channel? Why? 

13. Agent middlemen provide the ideal method of distribution for 
producers who are ignorant of or uninterested in marketing. 
Do you agree? Why? 

14. Whether a manufacturer sells directly to retailers or uses 
wholesalers depends primarily on his financial strength. Dis¬ 
cuss. 
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15. All manufacturers of industrial goods should work toward 
the ultimate goal of selling direct to users, because industrial 
users prefer to buy in this manner. What is wrong with this 
, reasoning? 

16. If a manufacturer faces a conflict of interest between loyal 
traditional outlets and new types of outlets, how should he 
choose between them, e.g., softgoods supermarkets vs. depart¬ 
ment stores? 
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Two sets of forces make marketing an endlessly changing 
activity. First, there are the constantly interacting eco¬ 
nomic, sociological, psychological, and political forces 
which represent the “uncontrollable” marketing factors— 
uncontrollable because they cannot be appreciably influ¬ 
enced by any individual business enterprise. These are 
the tmderlying causes for continual change in the markets 
themselves. The second set of forces is put in motion by 
individual firms as they make continual adjustments in 
the “controllable” marketing factors, such as changes in 
prices, introduction of new products or remodeling of old 
products, and changes in promotional strategy. The un- 
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controllable factors both cause marketing opportunities* to exist and set 
the limits within which firms may apply the controllable factors in their 
efforts to capitalize on marketing opportunities. In turn, the impact of 
differing applications of the controllable factors makes for further changes 
in the uncontrollable factors. The result is that every aspect of marketing 
is characterized by endless change. 

Although the individual marketing manager can obviously exert little 
influence over the uncontrollable factors, he must know a good deal about 
them. He must not only be familiar with their general nature; he must 
also be consistently alert for changes in them which might affect the appli¬ 
cation of marketing factors he can control. Changes in uncontrollable 
factors and in the way they interact mean not only changes in markets but 
changes in his marketing problems. Changes of this kind may even result 
in significant alterations in the operations of wholesale and retail market¬ 
ing institutions. From the standpoint of the marketing manager, then, 
the uncontrollable factors may cause changes both in markets and in the 
ways in which markets may best be reached. 

Marketing action may be compared with the action that takes place 
when a series of stones are tossed into a pool of water. Each stone causes 
a ripple which results in a whole series of ripples, each succeeding ripple 
further removed from the point of impact. In marketing, the uncontrol¬ 
lable factors, like the stones, cause the initial ripples and the market be¬ 
gins to change. These market changes result in changes among retailers, 
then among wholesalers, and finally among manufacturers. In other words, 
marketing changes usually start a+ the consumers’ end of the distribution 
channel and work back to the manufacturers’ end. In this part of the 
book, Part Two, we will concentrate on the various uncontrollable factors 
—economic, sociological, psychological, and political—^which cause changes 
in markets. In the next part. Part Three, we will discuss marketing deci¬ 
sion-making and the tools necessary to make such decisions, and in Part 
Four we will concentrate on management decisions with jespect to the 
various controllable factors—organization, products, distribution, pricing, 
and promotion. In this chapter, we provide essential background materials 
on the historical development of marketing and the changing market. 

HISTORICAL DiVILORMINT OP 
MARKITINO: THE MARKETINO REVOLUTION 

There was a time when producers considered marketing a relatively un¬ 
important side-line activity. Much of what they made was made to order 
and, in effect, was sold before it was manufactured. What they did produce 
in anticipation of receiving orders, they disposed of by selling directly 
from their workshops or by displaying their goods in public marketplaces. 
Because these producers were in close contact with their markets, they 
were almost instinctively aware of consumer preferences. Their day-to-day 
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eontaets with their customers made it easy for them to anticipate the 
demand for their products. Furthermore, their skills were manufacturing 
.skills; since manufactured goods of any kind w'ere generally in short sup- 
ply, there were few problems in selling and little selling skill was necessary. 

As manufacturers began to increase their output, and as they switched 
-from producing to order to producing in anticipation of orders, local mar¬ 
kets became too small to absorb all that was produced. Selling problems 
were beginning to be important. But most manufacturers still preferred 
to concentrate on making products rather than selling them. Many felt 
that their products were in certain ways unique and could “sell them¬ 
selves.” However, most manufacturers did realize that their products had 
to be made available for sale in non-local markets. Some handed the entire 
selling task to exclusive sales agents who specialized in ilistributing prod¬ 
ucts to wholesale and retail middlemen scattered in many markets. Most 
dealt with limited numbers of wholesalers who a.ssumed the responsibility 
for selling the products to retailers in their selling areas. But even where 
the products were sold to wholesalers, manufacturers considered marketing 
far less important than manufacturing. Wholesalers and retailers did 
nearly all of the marketing work and, for the most part, manufacturers 
were happy to leave it that way. 

During this period, which lasted until early in the twentieth century in 
the United States and much more recently in most other countries, eco¬ 
nomic conditions permitted manufacturers to devote little attention to 
marketing. The economy, although growing vapidly, was still primarily 
agrarian and supplies of manufactured goods were rarely large enough to 
meet the demand. Consumers were effectively forced to accept whatever 
goods w’ere made available. Under these conditions, manufacturers could 
afford to concentrate on manufacturing and leave marketing primarily to 
the middlemen. 

During the first three decades of the twentieth century, industry after 
industry adopted mass production techniques with sometimes spectacular 
increases in production. By the early 1930’s the supply of many manu¬ 
factured goods was exceeding the demand. It w'as common for manufac¬ 
turers to find themselves faced both with excess production capacity and 
increasing competition for customers. 

In their efforts to meet rising competition, manufacturers began paying 
more attention to marketing. In the consumer goods, field, manufacturers 
tried to establish closer contacts wdth retail outlets, either through setting 
up sales forces to sell directly to retailers or through adding missionary 
salesmen to assist wholesalers in promoting the products among retailers. 
A few manufacturers (e.g., in petroleum and shoe marketing I opened their 
own retail outlets, thus establishing direct contact with ultimate consum¬ 
ers. In the industrial goods field, manufacturers made similar moves in 
order to gain closer contacts wdth industrial users. Both in consumer goods 
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and industrial goods industries, manufacturers also stepped up the promo¬ 
tion of their products through advertising. 

During the depression of the 1930*6, more and more top-managements, 
began discovering that something else had to be done about marketing. 
Improved contacts with middlemen and increased advertising were not 
enough to ease the intense competitive situation. In addition, shrinkages 
in consumer purchasing power were causing declines in the demand for all 
sorts of products. The situation was even more serious in many industrial 
goods industries where demand all but disappeared. Many companies be¬ 
came convinced that they had to re-establish contact with consumers and 
users. Manufacturers who had formerly successfully measured the pulse of 
the market on an informal basis found that, with the addition of layers 
of middlemen between them and their customers, they no longer had an 
instinctive feeling for the customers’ wants and needs. As a result, market¬ 
ing research techniques came into wider use 

Realization that organizational changes were also needed came more 
slowly but, by the late 1940's and early 1950’8, a growing number of firms 
were making such changes. Companies had set up separate but related 
departments to handle selling, advertising, sales promotion, and market¬ 
ing research. Some companies drew these together into a single “market¬ 
ing” division under the control of a marketing manager or marketing 
vice-president. In other companies, certain executives were made brand 
managers and given complete responsibility for marketing individual prod¬ 
ucts or groups of products; thus, the brand manager’s responsibilities cut 
across areas of activity which were once considered the exclusive prov¬ 
inces of separate departments. Under both new types of organizational 
arrangement, it was clear that the trend was away from production-ori¬ 
ented management, and tow'ard marketing-oriented management. This 
change in philosophy and in organization has been called “the marketing 
concept.” Under this concept, important company operations are geared 
primarily to the market and to the wants and desires of consumers. Greater 
numbers of consumer goods companies have adopted the marketing con¬ 
cept, but industrial goods companies are also beginning to adopt it. For 
example, the marketing vice-president of International Minerals and 
Chemicals Corporation, a producer of phosphates and potash sold to man¬ 
ufacturers of fertilizers, has written the following: ^ 

We have become a truly customer-oriented company, and our marketing 
concept is successfully translated into daily work activity. This spirit has 
permeated our customer groups, and our image among them is one of pro- 
. ductiveness and assistance—^the company with a constructive program to 
help the customer through trying times. 

1 A. B. Caacino, “A Case Study in Marketing Management," Biuimeu fforisotu, Vol. 

2. No. 3 (Fall, 1959), p. 60. 
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Marketing Hisfory of Tim Pillsbury Company 

The emerging importance of marketing in a consumer goods company is 
well-illustrated by the experience of The Pillsbury Company. The mar¬ 
keting history of this company has been vividly described as follows: ® 

Here is the way the marketing revolution came abt>ut at PiUsbuiy. The ex¬ 
perience of this company has followed a typical pattern. There has been 
nothing unique, and each step in the evolution of the marketing concept has 
been taken in a way that is more meaningful because the steps are, m fact, 
typical. 

Today in our company the marketing concept finds expression in the simple 
statement, “Nothing happens at Pillsbury- until a sale is made.” Thi.“( state¬ 
ment represents basic reorientation on the part of our management. For, 
not too many years ago, the ordering of functions in our business placed 
finance first, production second, and sales last. 

How did we arrive at our present point of view? Pillsbury’.s progrcs.s in the 
marketing revolution divides neatly into four sepiaratc eras—eras which 
parallel rather closely the classic pattern of development in the marketing 
revolution. 

/st Era—Production Oriented. First came the era of manufacturing. It began 
with the formation of the company in 1869 and continued into the 1930’8. 
tt is significant that the idea for the formation of our company came from 
fhe avadabilitxj of high-quality wheat and the proximity of water power— 
and not from the availability and proximity of growing major market art'as, 
or the demand for better, less expensive, more convenient flour products. 

Of course, these elements were potentially present. But the two major ele¬ 
ments which fused in the mind of Charles A. Pillsbury and prompted him to 
invest his modest capital in a flour mill were, on the one hand, wheat, and, 
on the other hand, water power. His principal concern was with production, 
not marketing. 

Our company philo.sophy in this era might have been stated this way: “We 
arc professional flour millers. Bles-sed with a supply of the finest North 
American wheat, plenty of water pow'er, and excellent milling machinery, 
we produce flour of the highest quality. Our basic function is to mill high- 
quality flour, and of course (and almost incidentally) we must hire salesmen 
to sell it, just as we hire accountants to keep our books.” 

The youi^ company’s first new product reveals an interesting example of 
the thinking of this era. The product was middlings [a by-product of the 
w'heat milling process in the production of flour] ... Millfeetl, as the product 


2 This material ia taken from an article by Mr. Robert J. Keith, executive vice- 
preaideut, conaumer products area. The Pillsbury Company. Bee: R. J. Keith, 
Marketing Bevolutiop,” The Jourtud of Morketinf/, Vol. 24, No. 3 (Jtnuery, IMO), 
pp. 85-38. 
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came to be known» proved a valuable product because it was an excellent 
nutrient for cattle. But the impetus to launch the new product came not 
from a consideration of the nutritional needs of cattle or a marketing analy- 
ms. It came primarily from the desire to dispose of a by-product! 'the new 
product decision was production oriented, not marketing oriented. 

2nd Era—Sales Oriented. In the 1930's Pillsbury moved into its second era 
of development as a marketing company. This was the era of sales. For the 
first time we began to be highly conscious of the consumer, her wants, and 
her prejudices, as a key factor in the business equation. We established a 
commercial research department to provide us with facts about the market. 

We also became more aware of the importance of our dealers, the wholesale 
and retail gro(;ers who provided a vital link in our chain of distribution from 
the mill to the home. Knowing that consumers and dealers as well were 
vital to the company’s success, we could no longer simply mark them down 
as unknowns in our figuring. With this realization, we took the first step 
along the road to becoming a marketing company. 

Pillsbury’s thinking in this second era could be summed up like this; “We 
are a flour-milling company, manufacturing a number of products for the 
consumer market. We must have a first-rate sales organization which can 
dispose of all the products we can make at a favorable price. We must back 
up this sales force with consumer advertising and market intelligence. We 
want our salesmen and our dealers to have all the tools they need for mov¬ 
ing the output of our plants to the consumer.” 

3rd Era—Marketing Oriented. It was at the start of the present decade (the 
1950’s) that Pillsbury entered the marketing era. The amazing growth of 
our consumer business as the result of introducing baking mixes provided 
the immediate impetus. But the groundwork had been laid by key men who 
developed our sales concepts in the middle forties. 

With the new cake mixes, product.s of our re.search program, ringing up 
sales on the cash register, and with the realization that research and pro¬ 
duction could produce literally hundreds of new and different products, we 
faced for the first time the necessity for .selecting the best new products. 
We needed a set of criteria for selecting the kind of products we would 
manufacture. We needed an organization to establish and maintain these 
criteria, and for attaining maximum sale of the products we did select. 

We needed, in fact, to build into our company a new management function 
which would direct and control all the other corporate functions from pro¬ 
curement to production to advertising to sales. This function was market¬ 
ing. Our solution was to establish the present marketing department. 

This department develoijed the criteria which we would use in dete rmi ning 
which products to market. And these criteria were, and are, nothing more 
nor less than those of the consumer herself. We moved the mountain out to 
find out what Mahomet, and Mr.*-. Mahomet, wanted. The company’s pur- 
p<«e was no longer to mill flour, nor to manufacture a wide variety of prod¬ 
ucts, but to satisfy the needs and desires, both actual and potential, of our 
customers. 
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If we were to restate our philosophy during the past decade as simply as 
possible, it would read: “We make and sell products for consumers.’' 

The Brand-Manager Concept. The firet move was to transform our small 
advertising department into a marketing department. The move involved 
far more than changing the bame on organizational charts. It required the 
introduction of a new, and vitally important, org.ani 2 ational concept—the 
brand-manager concept. 

The brand-manager idea is the ver>’ backbone of marketing at Pillsbury. 
The man who bears the title, brand manager, h.as total accountability for 
results. He direct.^ the marketing of his product as if it were his own busi¬ 
ness. Production doe.s it.s job, and finance keeps the profit figures. Otherwise, 
the brand manager has total respon.-^ibility for marketing his product. This 
responsibility encompasses pricing, commercial re.-^earch. competitive activ¬ 
ity, home service and publicity coordination, legal detaii.«, budgets, advertis¬ 
ing plans, sales promotion, and execution of plan.«. The brand manager must 
think first, last, and always of his sales target, the consumer. 

Marketing permeates the entire organization. M.irkeiing plans and executes 
the sale—all the way from the inception of the iiroduct idea, through it.« 
development and distribution, to the cu.'ftoiner purcha>e. Marketing begins 
and end.s with the consumer New product idca.s are conceived after careful 
study of her want.- and needs, her like.- and dislikes Then marketing takes 
the idea and marshals all the force.s of the corporation to translate the idea 
into product and the product into .sales. 

In the early day.« of the company, consumer orientation did not seem so 
important. The company made flour, and flour wa.- a -taple—no one would 
que.stion the availability of a market. Today we mu>t determine whether 
the American housewife will buy lemon pudding cake in preferenee to orange 
angel food. The variables in the equation have multiplied, ju.-t a^ the number 
of products on the grocers’ .shelves have multiplied from a hundred or so 
into many thousands. 

When we first began operating under this new' marketing concept, we en¬ 
countered the problems which always accompany any major reorientation. 
.. .The idea was almost too iiowerfiil. The marketing concept provided it.s 
worth in sales, but it up^el many of the interna! balance.-’ of the corpora¬ 
tion. Marketing-oriented decisions resulted in peaks and valley.- in produc¬ 
tion, schedules, labor, and inventories. But the .-y.-tem worked. It worked 
better and better as maverick marketing men became motivated toward 
tonnage and profit. 

4th Era—Marketing Control. Today marketing is coming into its own. Pills¬ 
bury stands on the brink of its fourth major era in the marketing revolution. 

Marketing today sets company operating policy short-term. It will come to 
influence long-range policy more and more. Where today consumer research, 
technical research, procurement, production, advertising, and sales svi'ing 
into action under the broad canopy established by marketing, tomorrow 
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capital and financial planning, ten»year volume and profit goals will also 
come under the aegis of marketing. More than any other function, maricet* 
ing must be tied to top management. 

As the marketing revolution gains momentum, there will be more changes. 
The concept of the customer at the center will remain valid; but business 
must adjust to the shifting tastes and likes and desires and needs which 
have always characterized the American consumer. 

... modern business must anticipate the restless shifting of buying attitudes, 
as customer preferences move north, south, east, or west from a liquid cen¬ 
ter. There is nothing static about the marketing revolution, and that is part 
of its fascination. The old order has changed, yielding place to the new— 
but the new order will have its quota of changes, too. 

At Pillsbury, as our fourth era progresses, marketing will become the basic 
motivating force for the entire corporation Soon it will be true that every 
activity of the corporation—^from finance to sales to production—is aimed 
at satisfying the needs and desires of the consumer. 


THf CHANAIN9 MARKIT 

In this section, we examine some of the pieces of evidence which indicate 
that the American market is a changing market, and consider a few funda¬ 
mental causes of market change. Our intent here is only to survey these 
changes and causes. In the four chapters following, we will discuss in 
greater detail the various aspects of the changing market. 

Since people make up markets, population factors are important con¬ 
tributors to market change. Growth in total population means more con¬ 
sumers and a larger market, and the American population is increasing 
at the net rate of one new person every eleven seconds. Shifts in the age 
distribution of the population result in changes in the nature and strength 
of the demand for many types of products; and both ends of the age dis¬ 
tribution, the under-14 age group and the over-65 age group, are account¬ 
ing for increasing shares of the total population. Roughly one-fifth of the 
nation’s families move every year, and, although some of these moves 
merely represent shifts within the same neighborhood, many represent 
shifts of geographical distribution of the population or shifts between 
rural, urban, and suburban locations. Both of these long-range trends are 
important to marketing. Shifts in the geographical distribution of popula¬ 
tion, such as the long-range movement from east to wrest, create changes 
in demand and market potential in various parts of the nation. This ex¬ 
plains why California is expanding in importance as a market while some 
New England States are static or even declining in importance. Shifts of 
population between rural, urban, and suburban areas are important to 
marketing because in many ways these constitute different markets. Al- 
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though all three groups buy clothing, they don’t in every instance buy 
similar clothing, and the same is true for many of their other purchases. 
Shifts between these areas have been striking in recent years. Since 1950, 
nearly four-fifths of total population growth has been in the metropolitan 
areas, and more than four-fifths of metropolitan growth has been in the 
suburbs. The market for durable products, such as household appliances, 
is closely related to the formation of new households, and the number of 
households, now approximately 51 million, will rise to an estimated 61 
million by 1970. These are only some of the many population changes that 
are resulting in significant changes in the American market. 

Many significant market changes are caused by changes in the size and 
distribution of income. Purchasing power is essential for the conversion 
of consumer desires into market demand, and income is the most impor¬ 
tant source of purchasing power. In 1910, total consumer income was about 
$30 billion, of which two-thirds was spent for food, clothing, and shelter, 
and one-third for discretionary items betw'cen which the consumer can 
make choices, e.g. to buy a television set or an automatic washing machine. 
By 1959, only about half of the $300 billion spent by consumers was for 
food, clothing, and shelter, and approximately $150 billion was available 
for so-called discretionary spending. In a statistical study of family ex¬ 
penditures by Ernst Engel in 1857, it w’as demonstrated that expenditures 
for food do not keep pace with rises in income. The recent Life Study of 
Consumer Expenditures confirmed Engel’s findings (see Table 2.2, Chap¬ 
ter 2), demonstrating that as incomes move above the subsistence level, 
families increase their dollar expenditures on food but reduce the percent 
of total income allocated to food in order to buy luxuries they were previ¬ 
ously unable to afford. Thus, not only is the trend toward larger total 
incomes, but consumers are spending relatively less on necessities and rela¬ 
tively more on luxuries. There is also a trend toward an evening out of 
income-level among consumers, a trend which is resulting in mass markets 
for many items, such as motorboats—luxuries which, in the recent past, 
only a few could afford. A few generations back, income distribution was 
like a pyramid with the vast bulk of the incomes at the pyramid base. 
Today the pattern of income distribution is being reshaped into the form 
of a barrel and, by 1970, this barrel will bulge in the middle $5,000-$10,000 
income bracket with more non-farm families in the over $10,0(X) class 
than in the under $5,000 class. By 1970, it is predicted that there will be 
12 million incomes over $10,000, 10 million under $5,000, and 26 million 
between $5,000 and $10,000.* The present median annual income of non¬ 
farm families, a little more than $6,000 and rising by about two per cent 

s K. H. Rogg, “The Sixties—Decade of Change and Choice,” The New York Timet, 

October 11, 1959, Section 10, p. 14. 
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a year, should exceed $7,000 in 1970. Thus, large amounts of consumer 
purchasing power, more evenly distributed among the population, should 
continue to result in significant changes in the market for all kinds of 
consumer goods. 

The changing status of the American woman has had profound effect 
on the American market. The reduction of social and economic pressures 
against working wives has greatly increased the number of married 
women in the work force. Prior to World War II, when war work was 
considered a patriotic duty, the wife’s place was generally considered to 
be in the home with her children. In addition, during the depression of 
the 1930*8, the scarcity of jobs created pressures against wives of employed 
men taking jobs from unemployed men. When the social stigma and the 
economic barriers W'ere removed, the number of working wives increased 
rapidly. Well over half of the 23 million Moiiien in the work force today 
are married; hence, a great number of households have two incomes rather 
than one. Since it is rare for a wife’s income to be set apart from that of 
her husband, the spending habits of such a family tend to match those of 
a family with equivalent income from a single source. In other words, 
more money is left over to spend on discretionary items. Also, the modern 
“emancipated woman” is very different from the home-tied woman of a 
half-century ago. Fifty years ago, most women wielcomed the chance to 
go shopping as a change from household routine and an opportunity to see 
a bit of the world outside the home. Thus, they usually shopped at a 
leisurely pace. Today, not many housewives are isolated from the outside 
world. Many have full-time jobs outside the home, and many of those 
who do not have jobs are busy in community activity. Nearly all women 
are in constant touch with the outside world through radio and television. 
As a result of all these outlets to the outside world, women no longer 
consider shopping an excursion, but rather as a chore to be disposed of as 
quickly and efficiently as possible. Because of this changed attitude toward 
shopping, the typical consumer now shops for groceries only once, or at 
most twice a week. For the same reason, women are far less willing to 
shop in crowded downtown shopping areas. There also is increasing “to¬ 
getherness” in shopping, as wives have convinced their husbands that 
much shopping should be a joint responsibility. This factor, along with 
the large number of working wives, has forced many retailers to keep their 
stores open for evening shopping. Studies show that families shopping 
together buy a greater variety of items and spend more money on each 
shopping trip than when either husband or wife shops alone. 

American society is undergoing a number of significant changes, and 
the repercussions of these are showing up as market changes. First, more 
people have more leisure time and, at the same time, rising incomes make 
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it possible for OKire pei^le to enjoy their leisure time.^ One businessman 
summed up this chance as foliows: ..People have ceased to be pro- 
dueers for miidi of their lives and have become instead active consumers 
for all tlw neeessitiee and luxuries their increased leisure calls for. Fw a 
loncer and a larger part of our lives we cease to produce and become 
insistent customers.” * The old Puritan dictum that idle hands make mis¬ 
chief is being overthrown, but the Puritan influence still remains. People 
refer to “active" leisure rather than just leisure—the “active" disassoci¬ 
ating leisure from the guilt-loaded idea of loafing.® The result of greater 
leisure time has been greater markets fur all sorts of recreation products. 
The forecasts are for steady five-to-ten per cent annual increases in the 
various segments that make up the vast market for leisure-oriented prod- 
ucts.'^ With leisure markets accounting for larger shares of total consumer 
spending, demand for certain other products has been diminishing, or, at 
best, remaining static. For instance, one executive is quoted as saying 
“we have seen more families become boat-owners than own dishwashers, 
garbage disposers and room air conditioners combined. And yet 15 million 
homes have extremely obsolete refrigerators and 90 per cent of all refrig¬ 
erators require the homemaker to defrost them." * 

A second change in American society has involved a new attitude to¬ 
ward debt. Ever since the great depression of the 1930’s, less and less 
stigma has been attached to buying on credit. Fewer people accumulate 
savings in order to pay cash for such products as television sets, major 
household appliances, furniture, and automobiles. Many “cash" buyers 
borrow from banks, finance companies, and other lenders, so, in effect, 
they also buy on credit but make their payments to lenders rather than 
directly to sellers. Buying on credit has become a way of life for millions, 
including many who could pay cash but prefer credit buying. Along with 

* The late Sumner Slichter, distinguished economist, however, was among those con¬ 
tending that this ia a situation which cannot go on forever. His argument essentially 
was that ultimately increased leisure would mean reduced personal incomes and con- 
■equently reduced sales for some products. For instance, if the four-dsy week were 
adopted, Slichter predicted that there aould be gains in sales of industries producing 
inexpensive articles which could be used in leisuie lime—such as books, tobacco, in¬ 
expensive fishing gear, and small gardening tools. Inditsiries which would experience 
sales losaes would be those producing articles that cost so much that they would be 
bought in smaller quantities under a four-day week—such as cars, swimming poola, 
greenhouaea, and m^ion picture cameras. For some stimulating food for thought, see: 
8. Slichter, “How the Pour-Day Week Would Affect U.S. Marketing," Printera’ Ink, 
October 9, 1999, pp. 68-69. 

B D. M. Hobart, “Modern Leisure and Modern Markets,” in Report of the Twentp- 
Ninth Boston Conference on DiatrihuUoH (Boston: Betail Trade Board, 1957), p. 23. 
«T. Levitt, "Blue-Skies Approach to Tomorrow’s Marketing," Business Horizons, 
Vol. 1, So. 2 (Spring 1958), p. 124. 

7 Sec: ‘*f41-bilUon for Fun. Printers* ink, July 10, 1950, p. 25. 

ej. W. Craig, vice-president and general manager, Appliance Division, Westing- 

house Electric Corporation in Sales MoHogemeni. .September 18, 1959, p. 17. 
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oUiers, leisure-time marketers (including sellers of services) have adopted 
credit plans to accelerate the expansion of their markets. For instance, 
“go now—pay later*’ travel plans have made international air travel pos¬ 
sible for the average man. It is interesting that the rate of default on 
pasrments under the air travel credit plans has been under one-fifth of one 
per cent—far below the average for other instalment purchases.* The 
changed attitude toward debt, then, has resulted in increasing competition 
for the consumer’s dollar among the sellers of all types of goods and 
services. 

A third change in American society is commonly referred to as the 
“white collar revolution.” In 1900, only about 15 per cent of all male jobs 
were white collar ones. In 1940, this proportion had risen to 25 per cent 
and will become an estimated 40 per cent by 1970.*® Increasing emphasis 
on research of all kinds has increased the need for technically trained 
white collar workers to perform the research. Also, such technological ad¬ 
vances as the use of automated machinery in factories, the increasing use 
of materials handling equipment in factories and in warehouses, and the 
growth of self-service retailing, have all reduced the number of blue collar 
jobs while increasing the demand for white collar workers to operate the 
equipment and keep records. There are still blue collar strongholds, mainly 
in factories and on farms, but even here there are more and more skilled 
workers and fewer and fewer unskilled workers. So the “white collar revo¬ 
lution” really involves both white collar and blue collar workers—^there 
has been a general upgrading of jobs and incomes. This upgrading has 
brought about a steady growth in the number of Americans who can afford 
at least some of the amenities once associated only with the highest posi¬ 
tions in our society. Differences among classes are coming to be based not 
so much on income as on “taste.” A sociologist, Nelson Foote, predicts that 
in the future people will be “classed” mainly in terms of their leisure 
pursuits—^in such activities as travel, theatergoing, gardening, crafts, par¬ 
ticipation in public affairs, and voluntary associations.** But even taste 
itself is being upgraded, and it is becoming ever more difficult to distin¬ 
guish between members of different classes when they are away from 
their jobs. A Fortune writer put it this way; “The change (in taste) will 
be pervasive, encompassing nearly all social and income groups, and will 
be evident not only in the things people buy, but in the ways people use 

SW. O. Lipacomb, “Go Now— Pajr Later: Time Payment for International Travel/’ 
Tk 0 AunaU of the i.mer«ea» Aoademif of Politieai and Boeiot Bdenee, September, 
•1S57. pp. 117-118. 

to S. 8. Parker and L. A. Mayer, “The Decade of the ’Zhacretionary’ Dollar," Fortune, 
June 1968, p. 282. 

tt Aa quoted in O. BunA, “How Aaoerkaa Taate ia Chaafint," Fortune, July 1969, 
p. 193. 
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their leisure.” In the future, then, there should be significant expansions 
in the market for many products and services, which today arc still lim¬ 
ited to use by the highly sophisticated. 

Other changes in American society are additional causes of market 
chan^. There is, for example, the increasing interest in such participation 
sports as bowling; this has led to an increased demand for sporting goods 
of all kinds. The tendency toward a more informal style of living has 
caused a growing demand for sports clothes for both sexes and all age 
groups. More people have college educations and there are growing enroll¬ 
ments in adult education programs; both of these are resulting in changed 
tastes and increased changes in American society that are being watched 
by alert marketers of goods and services. 

i2/6trf., p. 115. 


CONCLUSION 

Management philosophy increasingly reflects a new sense of ap¬ 
preciation for the importance of the market. This philosophy finds 
expression in the marketing concept under which an enterprise 
not only looks to its market for guidance but gears its entire oper¬ 
ation toward serving that market. Marketing uncontrollables are 
continually changing and interacting in numerous and complex 
ways, and this causes markets to be ever-changing. In this chap¬ 
ter we have analyzed the marked changes that have been occur¬ 
ring in such uncontrollables as consumers’ attitudes toward leisure 
and debt, the distribution and sources of consumers’ income, and 
consumers’ tastes. In succeeding chapters we will examine furthet 
marketing implications of changes in these and other uncontrol¬ 
lables. 


QUISTIONS AND PftOlUMS 

1. If the marketing decision-maker has no control over the 
social, political, and economic environment in which he oper¬ 
ates, and over the actions and reactions of individual con¬ 
sumers, why should he try to understand them? 

2. Why do changes in the market normally start with the con¬ 
sumer and move backward through the channel of distribu¬ 
tion to the producer? Is it not possible for the producer to 
initiate such changes? 

3. Is it reasonable to generalize from history that marketing is 
important only in periods when there is a buyers’ market and 
production in periods when there is a sellers’ market? 
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4. As mass production and resulting mass markets remove tlie 
producer from close contact with his markets, the establish¬ 
ment of two-way communication becomes his primary prob¬ 
lem. Please explain this statement. 

5. Serving the needs of its customers (at a profit) is the primary 
reason for the existence of most businesses. Why, then, should 
the marketing concept appear to be a new discovery? 

6. Would you say that regional differences in the population are 
more important to marketing than rural-urban-suburban dif¬ 
ferences? Why? 

7. Would an increase in per capita income be more important 
to a food manufacturer or a clothing manufacturer? Explain. 

8. With an increasing proportion of the population in the middle 
income market, we can expect increasing uniformity in con¬ 
sumer wants and needs. Do you agree with this statement? 
Why or why not? 

9. Should a marketing man be more interested in the change in 
family income and purchasing power resulting from the in¬ 
crease in working wives or in the changes in wants and needs 
resulting from the wife’s new contacts with the working 
world? Explain. 

10. Give some examples of how the increase in leisure time has 
affected markets and marketing. 

11. Why do you think most American families have changed their 
attitude toward debt and consumer credit? 

12. Marketing men are interested in the increasing proportion of 
Americans to be found in the white collar and skilled labor 
groups because of its resulting increase in disposable income, 
but is this the only result that should interest marketers? 
Discuss. 

13. Are changes in the level of education of any real importance 
to marketing? Can you list five products for which the de¬ 
mand will be greater as education increases? And five for 
which the demand will decrease? 

14. What are the changes in the American market that have made 
possible the successful development of planned shoi)ping cen¬ 
ters at the expense of downtown retailing? 



ECONOMIC 

DETERMINANTS 

O F 

DEMAND 



Viewed in terms of economics, demand is affected by two 
groups of factors: (1) those such as advertising, personal 
selling, product innovation and improvement, and price, 
over which the individual firm, to a greater or lesser ex¬ 
tent, can exert some influence, and (2) those which are 
largely outside the influence of the individual firm, e.g., 
total monetary income and the way it is distributed among 
consumers and other spending units. In this chapter, we 
will focus mainly on the uncontrollable determinants 
which, although largely beyond the control of the indi¬ 
vidual firm, are neverthelem important to it. This is 
^ause they must be considered in planning and budget- 
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ing the application of the controllable economic determinants. A marketing 
executive may not be able to manipulate the uncontrollable determinants, 
but be must consider them when manipulating the controllable determi¬ 
nants. The forecast of future sales, for example, is an essential part of 
maiketing planning, but it can be neither realistic nor complete if it 
ignores the uncontrollable economic determinants of market demand. 

SOITINft THIOtY AND 
IXPLAININ* CONSUMII lUYINO IIHAVIOt 

In attempting to build marketing theory out of economic theory^ we must 
discard one assumption that pervades much of economics—^that markets 
are homogeneous. Heterogeneity, not homogeneity, characterizes markets. 
Furthermore, this heterogeneity is evident on both the supply and demand 
sides of every market. Marketing, considered as an economic process, has 
the goal of matching heterogeneous segments of supply with heterogeneous 
segments of demand. This goal is achieved through the marketing mecha¬ 
nism known as '^sorting.” 

Alderson' contends that the whole economic process starts with con¬ 
glomerations and ends with assortments. A conglomeration contains two 
or more types of goods but they have not been brought together for the 
purpose of serving the needs of a particular individual or group. An assort¬ 
ment is also a collection of two or more types of goods, but unlike a 
conglomeration, the goods in an assortment either complement each other 
directly or are jointly capable of serving the needs of a particular indi¬ 
vidual or group.* The intermediate phases in moving goods from a hetero¬ 
geneous supply segment to a heterogeneous demand segment consist of the 
four types of sorting and it is with these types of sorting that much of 
marketing is concerned. Alderson describes them as follows: “ 

Starting with a conglomeration, we can perform the operation of sorting 
out, which breaks the collection into vanous types of goods. Sorting out 
results in a set of separate supplies which may be regarded as homogeneous 
in terms of the classification being used by the sorter. Given small homo¬ 
geneous supplies, it is possible to create laiger supplies by adding one to 
another. This building-up of a larger supply may represent the accumula¬ 
tion over a period of time from a single sorting operation, or it may repre¬ 
sent the bringing together in a single place products which meet standard 


1 The ideM which form the basic substance of this section are contained in the writ¬ 
ings of Wroe Alderson, a distinguished management consultant, who has been a major 
eontributor to the development of marketing theory. See: W. Alderson, Marheting 
Behavior and Bmoeutivo Aelton (Homewood, Ill.: Richard D. Irwin, 1957), especially 
Chapter VII. Also see: W. Alderson, ‘'The Analytical Framework for Marketing,” in 
D. J. Dunoan (Ed.), Provoediags of the Conforenee of MarkoHng Teachers from For 
Wettera gtales (Berkeley: Univeririty of Cidifomia, 1058), pp. 15-28. 

8 Alderson, Markotii^ Behavior and Smeentive Aetion, op. eit., pp. 190-200. 

9 Ibid., p. 201. 
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specificationij but are drawn from different localities— On<» a large homo¬ 
geneous supply has been accumulated, it may... be broken down by a 
process of apportionment or allocation. Division of the total supply is made 
in terms of the requirements of various operating units whose claims are to 
be met. Allocation may take place within a single oi^anisation in teims of 
planning and control, or it may take place through the market and be 
determined by such a consideration as price. Finally, there is the step of 
using supplies to build up assortments. This process may be designated as 
assorting, or the putting tqi;ether of unlike supplies in accordance with some 
pattern determined by demand. 

During the process of marketing, all these types of sorting are used in 
matching supply with demand. Whereas economic theory has emphasized 
scarcity rather than the unique character of consumer’s needs, and has 
paid most attention to the allocation phase of sorting, marketing theory 
places the emphasis on assorting as the final sorting step required in meet> 
ing the needs of consumers. In other words, marketing theory attempts to 
explain consumer buying behavior in terms of what consumers are trying 
to do. Essentially, consumers are engaged in building assortments, in re> 
plenishing or extending inventories of goods for use by themselves and 
their families. This, according to Alderson, means that the consumer buyer 
enters the market as a problem-solver. Solving a problem, either on behalf 
of a household or on behalf of a marketing organization, means reaching 
a decision in the face of uncertainty. In the double search which pervades 
marketing, the consumer buyer and the marketing executive are opposite 
numbers. The consumer buyer looks for goods in order to complete an 
assortment, w’hile the marketing executive looks for buyers who need his 
goods.* 

This viewpoint is consistent with those economic theories which explain 
competition among sellers by emphasizing innovative competition, prod¬ 
uct differentiation and differential advantage. The jmsition occupied by 
every firm engaged in marketing is in some respects unique. Each firm is 
differentiated from all others by the characteristics of its products, its serv¬ 
ices, its geographic location, or its particular combination of these features. 
Therefore, the suiwival of each firm requires that it present, to some group 
of buyers, a differential advantage over all other suppliers. Any marketing 
organization makes sales to a core market composed of buyers who prefer 
this source, and to a fringe market made up of buyers who find the source 
acceptable, at least for occasional purchases."’ 

THI **IIICOM|.lxnNDITUMS*' MOOli 

Of the many factors affecting the strength of market demand, income is 
by far the most powerful. Purchasing power in the hands of consumers 

4 Alderiion, “The Analytical Framewotk of Marketing," op. ett., pp. 17-18. 

B Ibid., p. 18. 
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and other bpending units, most of it current ineome, is a basic ingredient 
of the economic process. Products may be produced and eonaumera may 
"want” to buy them, but no exchange takes place unl«» there is purchas¬ 
ing power in the form of money (or some money substitute such as credit) 
with which to complete purchase-sale transactions. It is appropriate, then, 
for us to consider the way in which purchasing power is generated. Econ¬ 
omists have developed various “models” in their attempts to explain this 
process.® 

For some years, economists have held that total spending depends on 
the “circular” flow of income. Consumers spend their incomes to buy 
products from businesses, and businesses pay their empldyees, who are 
also consumers, for providing services. Furthermore, businesses buy from 
and sell to each other, and every such transaction involves the exchange 
of products and/or services by one side in return for money from the 
other side. In every purchase-sale transaction, the buyer looks upon the 
transaction as requiring spending, while the seller looks upon it as pro¬ 
viding sales revenue, i.e., income. Thus, the flow of income is from busi¬ 
nesses to employee consumers, from consumers to businesses, and from 
businesses to businesses. If such intermediaries as wholesalers and retailers 
are disregarded, it is easy to see that John Jones gets the money to buy 
a room air conditioner by working at a steel mill. The steel mill gets the 
money to pay John Jones by selling steel to the manufacturer of room air 
conditioners. The manufacturer of room air conditioners gets the money 
to pay for the steel by selling room air conditioners to John Jones and 
other consumers. 

The above explanation of the income-expenditures relationship is greatly 
oversimplified. Simplified models are usually the easiest to understand, 
but complex models are often more realistic. In order to make the income- 
expenditures model more realistic, then, it is necessary to introduce addi¬ 
tional complications. Therefore, other features are introduced as the 
model is examined more closely later on in this chapter. 

Some Nmemssary Definitions 

In order to understand the income-expenditures model, it is necessaiy first 
to know the meanings of certain terms.^ These terms, which can be thought 
of as essential components of the model, bear definite mathematical rela¬ 
tionships to each other. Exhibit 7.1, which contains certain data on incenne 
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7.1 

RcUfionthip of V«flo« t n e a iw 
Cenccph, Panenai Saving, and Panonal ConnimpKaii 
Spanding in fha Uniiad Sfatat. 19(1. (Biittom «f DoRan) 


GrosB National Product Si87 

— Capita] Conaumption AUowancea 45 ^ 

— Indirect busineas tazea, buaineaa transfer payments, other 

adjustments 45.6 ^90J9 

= National Income 487£ 

— Corporate Profits, inventory valuation adjustments, con¬ 
tributions for social insurance, other adjustments 67.2 

+ Dividends, net interest paid by government, government 

and business transfer payments 55A —11.4 

= Personal Income 4^94 

— Personal Taxes -62J 

= Disposable Personal Income S6SS 

— Personal Saving — 25j6 

= Personal Consumption Spending 338.1 

Hoaree: Survey of Curront Bvoinott, July 1962, pp. 6-8. 


and consumption in the United States for 1961, shows these relationships. 
The necessary definitions are as follows: 

OBOBS NATIONAL PRODUCT. This is the familiar “g.n.p.” which is so 
widely used as an indicator of general economic activity. Oross national 
prodttet is the nation*s total production of goods and sendees {usually for 
a year), valued in terms of the market pri<^s of the goods and services 
rendered. G.n.p. is computed to include all the goods and services produced 
whether they have been sold or not. Those which have been produced but 
not sold are counted as being bought by the producers holding them. In 
addition, double-counting is avoided by counting raw materials and com¬ 
ponent parts only once—in the value of the final product. Goods in inter¬ 
mediate processing stages at the date of counting are considered inv^- 
ments in inventories by those holding them in the stage they have reached. 
This method of calculating g.n.p. is shown in the left half of Exhibit 7.2. 
Because of the way it is defined, gross national product may also be cal¬ 
culated by adding together the nation*8 total spending on goods and 
services produced during the year. This alternate computation is shown in 
the right half of Exhibit 7.2. 
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NATIONAL INCOME. National income is the total 0 / oil income earned by 
the ''factors of production” — land, labor, capital, and management. As 
shown in Exhibit 7.1, national income is computed by deducting two major 
items from the g.n.p. figure. These deductions are capital oonsumpticm 
allowances (called ^Mqsreciation” by businessmen) and indirect business 
taxes, business transfer payments, and other adjustments.^ The method 
of calculation used eliminates the possibility of double-counting. In arriv¬ 
ing at the national income total, only the profit of each business is included 
as its income. The remainder of each firm’s gross sales income is paid out 
in wages and other costs and thus is reflected as income of individuals 
and other businesses. An alternate method for calculating national income, 
that is, by adding togetner the different types of income payments, is 
shown in the left half of Exhibit 7.2. 

PERSONAL INCOME. Personal income is total income received by all in¬ 
dividuals in the country—what individuals actually have to spend, save, 
and pay taxes with. Personal income is calculated by deducting from na¬ 
tional income those parts which do not represent actual income paid to 
individuals. In this calculation, corporations are not considered individ¬ 
uals. Therefore, corporation profits and social security taxes paid by 
businesses are first deducted from national income. Payments made by 
individuals to the government for such future benefits as social security, 
which cannot be considered current income to individuals, are also de¬ 
ducted. Then, certain other items are added back in, including dividends 
paid by corporations to individuals and transfer payments made by gov¬ 
ernment to individuals (social security payments, welfare payments, in¬ 
terest on government bonds held by individuals, and so on). 

DISPOSABLE PERSONAL INCOME. Disposable personal income is what peo¬ 
ple have left to spend or save after they have paid their taxes. Total dis¬ 
posable personal income is what thfi whole population has available for 
spending for personal consumption. It represents payments received by 
individuals from all sources other than personal gifts, which are excluded 
because there is no way of calculating them. Of all the national income 
concepts, disposable personal income is the most appropriate one to use 
in connection with analyses of variations in the demand for different con¬ 
sumers’ goods. 


Factors Affecting Personal Consumption Spending 
DispcMSABLE PERSONAL INCOME. Goods and services are produced fcH* pur¬ 
poses of consumption; pundiaang ^wer is used to ccmvert production into 


s For complete ezplenetions of the Tarious computationa and dedvotiona involved in 
calculating g.n.p., national income, and related concepta, aoe Bach, «p. sit., pp. 50-02. 
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consumption; and disposable personal income represents potential pur¬ 
chasing power in the hands of consumers. Therefore, there is a relationship 
between total disposable personal income and total personal consumption 
spending. Economists have made many studies of this relationship which 
they call the “consumption function.” ® Figure 7.1 shows this relationship 
for the United States for the years 1929 through 1958. Disposable personal 
income is plotted along the horizontal axis and personal consumption 
spending along the vertical axis. If all disposable personal income were 
used for personal consumption spending, the line of average relationship 
shown would exactly bisect into two 45-degree angles the right angle at 
the lower left of the figure. However, if the lower end of the line of aver¬ 
age relationship, as drawn, were extended to the left, it would cut through 
the vertical axis (personal consumption spending) at a point above the 
horizontal axis (disposable personal income). This would imply that pur¬ 
chasing power (from sources other than current income) would be used 
for personal consumption even if disposable personal income were to dry 
up completely. Fortunately, this has never happened but, in 1933, during 
the great depression, personal consumption spending ($46 billion) actually 
did exceed disposable personal income ($45 billion). It was possible for 
people to spend more than they received because they both dipped into 
their savings and bought goods by pledging future income (i.e., by buying 
on credit). Notice that a similar situation occurred in 1932. In 1934, vir¬ 
tually all disposable personal income ($52 billion) was used for personal 
consumption spending ($51.9 billion). 

In most years, however, people do not spend all of their income. Nor¬ 
mally, disposable personal income exceeds personal consumption spending. 
Disposable personal income is used both for personal consumption spend¬ 
ing and for saving. That is why, as shown in Figure 7.1, the line depicting 
the average relationship of disposable personal income and personal con¬ 
sumption spending shows income exceeding spending. The fact that most 
years fall on or near the line shows that the relationship is “normally” 
quite stable. However, it should be noted that in some years the stable 
relationship did not hold. During World War II (1942-1945) for example, 
personal consumption spending was much lower than would normally have 
been expected considering the high incomes received. During these years, 
there were numerous shortages of consumers’ goods (arising from the di¬ 
version of production capacity to wartime uses) accompanied by govem- 


• For example, see: M. Friedman, A Theory of the Oon»vmptio» Function (Princeton, 
N.J.: Princeton University Press, 1967). Foj some comments on the theory expounded 
by Professor Friedman, see those of J. Tobin, T. Morgan, I. Friend, and 6. H. Orcatt 
in: L. H. Clark (Ed.), Coneumer Behavior (New York: Harper & Brothers, 1968), 
pp. 447-482. 
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ment rationing, and patriotic appeals to consume less and save more. 
Consequently, there was “pent-up” demand after the war, in 1947 through 
1949, and personal consumption spending was higher than normal. 

PBOPENSiTiES TO CONSUME AND TO SAVE. The line of average relation¬ 
ship in Figure 7.1, which we have called the “consumption function,” is 
also known as the average propensity to consume. If disposable personal 
income in some year comes to $300 billion and personal consumption 
spending is $275 billion, the average propensity to consume would be 
275 300, or roughly 92 per cent. Therefore, in this year, on the average, 

people would spend about $92 out of every $100 of income received. They 
would save, on the average, the remaining $8. The average propensity to 
save would be 8 per cent. The average propensities to consume and to save 
indicate the divisions which consumers normally make of their total dis¬ 
posable incomes. They do not indicate, unless average propensities remain 


Fi«ara 7.1 



Source: Sureef of Curront Btuinooo, July 1»69, pp. 1011. 
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unchanged, what changes in spending and saving to expect if total in¬ 
comes should rise or fall. Sometimes average propensities do not change 
with changes in income, but they usually do. 

In order to facilitate analysis of the way people allocate changes in 
their total incomes between spending and saving, economists have devel¬ 
oped two additional concepts—the marginal propensity to consume and 
the marginal propensity to save. If disposable personal income should rise 
from $300 billion to $310 billion, businessmen would be interested in learn¬ 
ing what proportion of the additional $10 billion consumers might decide 
to spend and what proportion they might decide to save. Suppose that out 
of the $10 billion of “marginal” income consumers spend $9 billion and 
save $1 billion. The proportion spent (9 ^ 10), or 90 per cent, is called 
the marginal propensity to consume. The proportion saved (1 10), or 

10 per cent, is known as the marginal propensity to save. Occasionally 
the average and marginal propensities to consume and save are identical, 
but usually they are not. 

Business analysts, including marketing analysts, are usually more in¬ 
terested in examining the effect of changes in income on spending and 
saving than they are in the average relationships. The reason why is not 
difficult to understand. Consider what happens to personal consumption 
spending with a change in income. The percentage of disposable personal 
income used for personal consumption spending declined from 93.6 per 
cent in 1955 to 92.2 per cent in 1956, a drop of 1.4 per cent. In other words, 
the average propensities to consume and save changed very little. From 
1955 to 1956, disposable personal income rose from $274.5 billion to $292.9 
billion, while personal consumption spending rose from $256.9 billion to 
$269.9 billion. There was, then, an $18.4 billion increase in income and a 
$13 billion increase in consumer spending. Dividing the change in spend¬ 
ing by the change in income (13 18.4), the marginal propensity to con¬ 

sume was only 70.65 per cent. Personal consumption spending tends both 
to rise and fall at a slower rate than does disposable personal income. In 
years of lower income, a higher proportion of income is spent and a lower 
proportion is saved. In years of higher income, the proportion spent tends 
to decline and that saved rises. The marginal propensity to consume and 
to save concepts take into account the rates of change. The average pro¬ 
pensity to consume and to save concepts do not. This explains why ana¬ 
lysts consider the two marginal concepts so valuable. 

SIZE OF FAMILY, SIZE OF FAMILY INCOME, AND CHANGES IN FAMILY IN¬ 
COME. Size of family income and size of family obviously affect patterns 
of spending and saving but, unfortunately, little published information is 
available to illustrate ^e nature of these relationships and patterns. How¬ 
ever, one study of urban families made in 1950 disclosed that for dispos- 
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able personal incKunes under 54,000, average penK)nal consumption 
q>miding exceeded income. The same study showed tJiat the avm^ge pro¬ 
pensity to consume tended to decline rather rapidly as income rose above 
the $4>000 level.^® In a more recent study, The Life Study of Consumer 
Expenditures (on which Exhibit 7.3 is based), households were classified 
according to annual household income before taxes rather than according 


bhAlf 7.t 

Av«r« 9 » Annual Housuhold Spunding by Level 
of Annual Houtakeld Ineoma: Unitad Statai—1956 


Annual 
Household 
Income 
(Before taxes) 

Number of 
US. 

Households 

Average 

Annual 

Household 

Spending 

Average 

Persons 

Per 

Household 

Per Cent 
of 

UB. 

Households 

Per Cent 
of 

Total 

Spending 

Under S^.OOO 

8,610,000 

51,933 

2.7 

18% 

9% 

$2,000-$2,999 

7,080,000 

2,924 

32 

14 

10 

S3,000-53,999 

7,510,000 

3,839 

3.4 

15 

14 

S4,000-54,999 

9,250,000 

4,363 

3.4 

19 

20 

55,000-56,999 

9,680,000 

5,016 

3.6 

20 

24 

57,000-59,999 
510,000 or 

4,680,000 

6,063 

3.7 

9 

14 

more 

All 

2,330,000 

7,946 

33 

5 

9 

Households 

49,140,000 

54,110 

33 

100% 

100% 


Source: Adapted from Tht Life Study of Ooneumer Expenditure*, 1957, Vd, 1, pp. 18-91. 


to the amount of disposable personal income. However, even though 
disposable personal income was not the income concept used in making 
this study, the results shown in Exhibit 7.3 do furnish some basis for gen¬ 
eralizing. Just as total personal consumption spending tends to rise with 
increases in total disposable personal income, average annual household 
spending also rises with increases in gross income per household. And, 
contrary to what is commonly assumed, the number of people in the 
household appears to be directly related to the size of annual household 
income. As the average number of people in the household increases, an¬ 
nual household income rises. Moreover, the higher income brackets ac¬ 
count for a disproportionately high share of total spending. According to 
the Life Study, the 47 per cent of U.S. households with gross annual in¬ 
comes under $4,000 account for only 33 per cent of total spending, whereas 
the 53 per cent with gross annual incomes over $4,000 account for 67 p« 
cent of total spending. 

t9B«e: Btudif 0 / Omuummr Emp 0 n^tMr 0 $, Jneomu. and Baoinst •<PhilwMphiA: Wlur* 

ton School of Finance and Commerce, Univeraity of Pennsylvania, 1986), Vol, XVIII. 
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Data such as those in Exhibit 7.3 are very important to the marketing 
analyst because they imply that significant changes occur in the spend¬ 
ing and saving patterns of a family as it moves from one income bracket 
to anothm* and that changes in the distribution of U.S. families relative to 
income brackets may bring about important changes in propensities to 
consume and to save. 


MiUlon Unite 


Ptfar* 7.2 



us. Deptrtnwnt o( Commerce, Office of Buemese Economics 


Source' 8 P Goldsmith, “8i»e Distribution of Family Income,” i$urvey of Current JBuetnee* 
April 1958, p 18 


As indicated in Figure 7.2, there has been a broad shift of the income 
distribution curve from the range below $4,000 of before-tax average in¬ 
come on the left-hand side of the diagram, to the higher income bands 
on the right-hand side. The number of families with incomes over $4,000 
before taxes more than doubled between 1947 and 1957. Of particular 
interest is the shift of the peak of the curve, which represents the modal, 
or most common, family income. This modal range moved from the $3,000 
—$3,500 income bracket in 1947 to the $4,500—$5,000 bracket in 1957. 
Evidently, the rightward shift in the peak of this curve is continuing, 
for in 1960 the modal or most frequent income was estimated at $4,820.^^ 

consumers’ income expectations. The incomes which consumers ex¬ 
pect to receive in the future have some bearing on their present spending 
patterns. Presumably, consumers’ spending, particularly for nutomobiles, 

11M. Liebenberg'uul J. M. Fitawillianu, ''Siae Diitributkm of Penonal Income, 

]967'40," S»rv 0 if of Current Bueiueu, May 1961, p. 11. 
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faroiture, major appliances, and other durables, is influenced by their 
optimism or pessimism about future income. Although the results are not 
entirely conclusive, this hypothesis appears to have been bume out by 
the annual surveys made for the Federal Reserve Board by the Survey 
Research Center of the University of Michigan during the period 1946- 
1959. Exhibit 7.4 presents some preliminary findings of this survey for 
1959 and the final results for 1948-1958. Notice that among the data in¬ 
cluded is “expected change in income rate.” When this information is 
considered along with “plans to purchase” data (also shown in Exhibit 
7.4), it appears that expectations of higher income have a direct effect 
on spending plans. The Survey Research Center has continued its Annual 
Survey of Consumer Finances, but now publishes and distributes the re¬ 
ports directly rather than through the Federal Reserve System. Each 
contains special tabulations and comparisons of variables influencing 
consumer behavior. 

The Federal Reserve Board dropped its sponsorship of the Survey 
Research Center’s annual survey in 1959 and initiated a Quarterly Sur¬ 
vey of Consumer Buying Intentions conducted for it by the Bureau of 
the Census. FRB officials believed that the annual survey did not provide 
an adequate test of information on buying plans since shifts in plans dur¬ 
ing a went undetected.** Sample pages from one of the quarterly sur¬ 
veys are reproduced in Exhibit 7.5 below. Notice that information is 
still reported on consumers’ expected changes in income and their buy¬ 
ing plans. The newer survey emphasizes a six-month consumer planning 
period, which the FRB considers more realistic as a planning horizon 
than a one-year period. The quarterly surveys also provide information 
on buying plans broken down by family income groups and by age of 
heads of households. In addition to presenting data on the timing of 
planned purchases, information on buying plans is reported in three ways 
—“definitely,” “probably,” and “maybe.” Thus, this study takes into ac¬ 
count the varying degrees of certainty of consumer buying plans. 

A third source of information on consumers’ income expectations and 
related data is the Survey of Consumer Attitudes and Buying Plans con¬ 
ducted on a “continuous” basis for the National Industrial CTonference 
Board.** The stated purposes of the NICB survey are to identify “the 
expectational determinants of consumer spending and saving” and to im¬ 
prove “methods of analysis of consumer behavior.” *^ Among other items 
included in this survey are “current household income compared with 

12 "Quftrterijr Surrey of Consumer Buying Intentions,’* Federal Reserve Btdleiin, 

Septemter 1960, p. 977. 

IS For a description of the design and conduct of this study, see The Conferenee 

Board Beeineee Record, Vol. XV, No. 11 (Norember 1958) 

14 The Coafereaee Board Btmnese Record, Vol. XIX, No. 5 (May 1962), p. 8. 
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: FtitrSt Rettrvt BvBHin, lUreh 1959, p. 258. 
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T<Ale 9: Plant to Buy Hornet and Durable Ooodt within Irwome and Age Groupt, 1960^ 
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Table S: Plana to Buy Specified Houaehold Durable Oooda u)ithm.6 Montha, 1960^ 

[Percentage of all families] 
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Table 6: Pan and Expected Change* in Incotne, 1980-62 
[Percentage distribution of families] 
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Liquid Anett within Income Groups, Early 1969 
[Percentage distribution of spending units] 
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six months before and six months hence'^ and “opinions about current 
and anticipated economic conditions (businera, employment, and house- 
hold income)” broken down by income groups, the respondents* opinions 
being categorised as “good,” “normal,” “bad” or “other” (i.e., “no opin¬ 
ion'* or “not determined”). Information is also reported on consumers* 
“plans to buy automobiles, homes, home improvements and accassories, 
and appliances within six months.” 

CONSUMERS* LIQUID ASSETS. Consumers’ buying plans are influenced, 
especially in regard to such “big ticket” items as automobiles and major 
appliances, by the size of their holdings of liquid assets, i.e., cash and 
other assets readily convertible into cash (e.g., balances in checkii^ and 
savings accounts, shares in savings and loan associations, deposits in 
credit unions, U.S. savings and other government bonds, and readily mar¬ 
ketable stocks and bonds). Even though a consumer may actually buy 
with current income, the freedom with which he spends is influenced by his 
accumulation of liquid assets. For retired and unemployed individuals, 
liquid assets may be used to buy everyday necessities. For other con¬ 
sumers, liquid assets may be used to meet major medical bills and other 
emergencies. Exhibit 7.6 shows some of the types of liquid assets held b>' 
different income groups in early 1959. 

CONSUMER CREDIT. Through the ability to buy now and pay later, a 
consumer can command more purchasing power than that represented by 
his current income. Availability of consumer credit has greatly influenced 
the pattern of consumer spending. In 1958, for example, more than six in 
ten new car buyers and five in ten used car buyers bought on credit.^® 
Exhibit 7.7 shows the distribution of “pereonal” debt within income and 
age groups for early 1959. Personal debt includes all short- and inter¬ 
mediate-term consumer debt other than charge accounts, and excludes 
mortgage and business debt. Personal debt, thus defined, is equivalent to 
instalment credit—^i.e., the consumer pays his debt in a number of instal¬ 
ments. Notice that 60 per cent of all spending units reported such debt 
and 29 per cent had personal debts of $500 or more. As might be ex¬ 
pected, personal debt is most common among younger consumers, a group 
that includes heavy purchasers of major appliances and furniture. The 
fact that the size of income is directly related to the amount of credit a 
consumer can obtain also shows up in this table. Lower income groups 
tend to have either no debt or smaller amounts of debt than higher in¬ 
come groups. 

The volume of instalment consumer credit outstanding at the end of 
March 1962 came to $42.7 billion. Nearly 88 per cent of this instalment 
credit paper was held by commercial banks, sales finance companies, and 

IS ^'The fmancial Poaition of Conaatnera/’ Federal Reserve Bulletin, July HlS9, p. 70S. 
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9Mm 7.7 

Pertotud Debt wUhin Income and Age Groupi, Early 1969 
[Percentage distribution of spending units] 


Income or age group 

n 

No 

debt 

j 

Some 

debt 

A 

$1^99 

mount 0 

$100- 

$199 

f person 

$m- 

$499 

al debt 

$600- 

$999 

$lfi00 

and 

over 

All spending units 

100 

40 

60 

10 

7 

14 

11 

18 

1958 money income 
before taxes: 

Under SI ,000 

100 

58 

42 

19 

9 

b 

2 

3 

S1,000-S1,999 

100 

57 

43 

14 

10 

12 

4 

4 

S2,000-S2,999 

100 

44 

56 

12 

11 

17 

10 

6 

S3,000-83,999 

100 

36 

64 

11 

7 

16 

14 

16 

S4,000-S4,999 

100 

32 

68 

14 

6 

14 

16 

17 

S5.000-S5,999 

100 

30 

70 

9 

8 

16 

14 

23 

S6.000-S7.499 

100 

29 

71 

5 

7 

16 

16 

27 

S7,500-89,999 

100 

31 

69 

5 

4 

11 

15 

33 

810,000 and over 

100 

49 

51 

5 

3 

6 

7 

30 

Age of head of 
spending unit: 

18-24 

100 

30 

70 

14 

8 

15 

17 

16 

25-34 

100 

20 

80 

9 

9 

18 

17 

26 

35-44 

100 

29 

71 

10 

8 

16 

14 

23 

45-54 

100 

36 

64 

11 

7 

15 

11 

19 

55-64 

100 

59 

41 

10 

7 

9 

6 

10 

65 and over 

100 

74 

26 

9 

6 

5 

3 

3 


Not*. —Detailg may not add to totals beeauae of roundlnc. 

Source; “1950 Survey of Consumer Finances: The Financial Position of Consumers," 
Fedtrat Fwrve BuUetin, July 1959, p. 721, 


credit unions. Department stores and other retail outlets held the re¬ 
maining 12 per cent. On the same date, there was almost 113.0 billion in 
noninstalment credit outstanding. Noninstalment credit, in the form of 
single-payment loans granted by commercial banks and other financial 
institutions, came to $5.1 billion; charge accounts in department stores 
and other retail outlets accounted for another $4.2 billion; and the re¬ 
maining $3.7 billion was service credit.** Since 1953, the volume of instal¬ 
ment consumer credit has been approximately three times the volume of 
noninstalment credit.*^ 
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DiscREnoNARY INCOME. When a family has money left over after buy¬ 
ing such necessities as food, clothing, shelter, and transportation, it is 
said to possess discretionary income. During the lOSO’s, families with 
disposable personal incomes of less than $4,000 generally had little or 
no discretionary income. But, as families moved above $4,000, they had 
extra income with which they could exercise a number of options. As 
two writers expressed it in a Fortune article: 

They can buy better food and drink, or better furniture, or they can take 
a small flyer in the stock market; or conceivably, all of the extra income 
may go for one big fling in the luxury market (eg., the $5,000 family that 
saves for years to take a trip to Europe). 

By the time that families move over the $7,5(X) line, about half their income 
is discretionary, and the range of options is now so wide that it is no longer 
just a question of this purchase or that purchase, but of choosing a whole 
style of Ufe. A skilled mechanic who earns $7,500 after taxes may choose to 
continue living in “working class” style, meanwhile saving sizable sums for 
his children’s college education; or he may choose to live like a junior execu¬ 
tive in his own $17,000 suburban house; or he may choose to live in a city 
apartment house otherwise occupied by business and professional men.... 

Some idea of the magnitude and distribution of discretionary income 
and a forecast of what may lie ahead are provided by the same two 
writers: 

At present, there is some $135 billion of discretionary income in the XJ.S., 
i.e., of “after-$4,000 income” to the family units that have it—^and 60 per 
cent of U.S. family units have at least some of this after-$4,000 money. 
Between now and 1970, these discretionary dollars will just about double, 
to around $255 billion. More than half of all disposable personal income wHl 
be discretionary by 1970. And the overwhelming bulk of this discretionary 
income, perhaps 85 per cent of it, will belong to the 25 million families with 
more than $7,500. 

A family with discretionary income must decide whether to spend it, 
save it, or use it for both spending and saving. If we disregard the 
“forced” savings of the World War II period, past experience shows that 
a growth in discretionary income usually results in increased spending. 
After deciding to spend some or all of the increased income, a family 
must decide how to spend it. Discretionary income may be used to buy 
nondurables, durables, services (e.g., household operation, housing, and 
transportation), or some combination of these broad categories. 

Some insights into the relationship between disposable personal in¬ 
come and spending on nondurables, durable, and services can be obtained 

S. S. Parker and L. A. Mayer, "The Decade of the ‘Diacretionary’ Dollar,” J^'or- 

litiie, June 1959, p. 136. 

19 IhU., p. 260. (Italics are in the original.) 
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from Figure 7.3, which is given below. Chart A in this figure is similar 
to the relationship portrayed in Figure 7,1.®® In terms of dollars of con¬ 
stant purchasing power, and with other factors, held constant, Charts 
B, C and D indicate that a given change in income, of say 10 per cent, 
is associated with a change of 21 per cent in the same direction for dur¬ 
ables, 7 per cent for nondurables and 5 per cent for services. Chart A 
indicates that the same 10 per cent change in real income results in a 
change in the same direction of 8 per cent in total personal consumption 
spending.®^ 

As shown in Chart B, even small fluctuations in income cause sharp 
repercussions in consumers’ purchases of durables. Part of this situation 
traces to the fact that consumers are able to postpone or speed up their 
purchases of such durables as automobiles, furniture, and major appli¬ 
ances. If a family is temporarily short of income, it can always use the 
old refrigerator for another year or so. Or if the family finds itself sud¬ 
denly with more discretionary income, it may decide to replace the re¬ 
frigerator this year instead of next. The quick response of durable goods 
expenditures to income changes arises also from the wide u.se of instal¬ 
ment credit in financing such purchases. Consumers are mure willing to 
increase instalment debt when income is rising and are more reluctant 
to incur additional indebtedness when income is declining. Lenders are 
also more agreeable to the process of debt creation in prosperous times. 
If we compare Chart C (nondurables) and Chart (services) with Chart 
B, we can readily see that purchases of nondurables and services—^much 
less postponable than purchases of durables—react far less violently to 
changes in income. 


Factors Affecting Business Spending 

“Gross private domestic investment” contains the business counterpart 
of personal consumption spending. Marketers selling products in the in¬ 
dustrial and the residential construction market are especially interested 
in the factors that affect this component of g.n.p. Usually, about three- 
quarters of gross private domestic investment is accounted for by busi¬ 
ness spending (on plant, machinery and equipment, and on inventories). 
The remaining one-quarter consists of investments made by individuals 


20 However, in Chart A the two axes are ratio scales and all valuea are in “constant" 
dollars (in this case, 1057 dollars) rather than (as in Figure 7.1) in current dollars. 
Charts B, C, and D are constructed in the same way. The ratio-scale construction 
permits direct comparisons of percentage changes in disposable personal income %vith 
percentage changes in expenditures. Constant dollars are used instead of current dol¬ 
lars in order to eliminate the effect of changes in the purchasing power of the dollar. 

21 For a compilation of sensitivity coefficients of personal consumption expenditures 
to changes in dispotable personal income for specific products and services, see: L. J. 
Paradiso and M. A. Smith, “Consumer Purchasing and Income Patterns," Survey «/ 
Cerremt Htteiuess, March 1959, p. 35. 
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Dupoeable Personal Income—^Billion 1957 Dollars (ratio scale) 



DispoaaUe Ftononal Income—Billion 1967 Didlars (ratio scale) 
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Disposkble Personal Income—Average of Current and Previous Year 
Billion 1957 Dollars (ratio scale) 


Sonm: L. J. Paradiu and M. A. Smith, “Oonanmer Pnrehaaine and Tneome Pattens.' 
Aurvsy of Ovrrrnt Bwotatu, March 1»6», p. 2*. 
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in new family-size housing units. The factors affecting investeients by 
individuals in new residential construction are similar to those affecting 
personal consumption spending. Generally, individual investments in new 
residential construction resemble consumer spending for durable goods 
in the way they react to changes in disposable personal income. 

The factors affecting the business spending portion of gross private 
domestic investment are more complex. Business spending, i.e., business 
investment, depends largely on businessmen’s appraisals of opportuni¬ 
ties for profits. Economists use a special concept, the marginal efficiency 
of investment, to describe the anticipated net return on a given invest¬ 
ment. Marginal efficiency of investment depends on such matters as the 
sales and profit outlook for the products manufactured and/or marketed 
by the enterprise, the chances that investment will improve manufactur¬ 
ing or marketing efficiency or both and thus bring down the costs of doing 
business, the corporate income tax rate (businessmen are inclined to 
compute rates of return on investments after taxes ), and the general busi¬ 
ness outlook. Businessmen compare the marginal efficiency of investment 
with the costs of obtaining money to invest in order to determine whether 
a given investment will “pay out” a sum sufficient to cover the risks in¬ 
volved. Money for business investment is obtained from the personal 
savings made by individuals, from what business itself “saves” in the 
form of retained earnings, and from funds set aside to cover the deprecia¬ 
tion of business assets. 

THE “multiplier” eppect. Changes in business investment cause 
rather exaggerated changes in consumer income. If business investment 
is increased, the investment is eventually paid out in the form of income 
to people who are also consumers. Consumers save part of their increased 
incomes but spend the larger portion. This spending, in turn, becomes 
additional income to other consumers who also save but re-spend most of 
the extra money. Again and again this re-spending and income-generating 
process is repeated. The multiplier is the name given the number of times 
the final increase in income exceeds the.new investment. If the marginal 
propensity to consume is known, it is possible to compute the multiplier. 
For example, if the marginal propensity to consume is .90, the multiplier 
is computed as follows; 


Multiplier = -- 

1 — m.p.c. 



_ 1 _ 

.10 


= 10 


In this illustration, then, $1 of new business investment results ulti¬ 
mately in an addition to income of $10 ($1 x 10). The multiplier effect 
explains how a change in business investment can cause consumer in- 
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come to jlttctuate widely. As indicated earlier, however, there are many 
factors that affect income, and business investment is only one. 

THE "acceleration” PRINCIPLE. Just Es husiness investment affects 
consumer income and consumer spending, so does consumer spending have 
a reverse effect on business investment and spending. This effect is called 
the "acceleration” principle. The principle itself traces to the fact that 
the demand for industrial goods derives from the demand for the final 
products which find their way to consumers. Quantitative changes in the 
sales of a final product tend to cause greatly magnified changes in the 
production and sale of the industrial goods used to make that final 
product. Operation of the acceleration principle is illustrated in Exhibit 
7.8. Note the assumptions listed at the bottom of this table. In base year 

Iikibit 7.1 




Th* 

"Accalwation" Principle 

flluitratad 


Unit Demand 

Machines 

Demand 

Demand 



for Product X 

for 

for 

for 

Total 



Making 

Replace^ 

Additional 

Demand 


(Final 

Product X 

ment 

New 

for 

Year 

Product) 

in Use 

Machines 

Machines 

Machines 

Base 

50,000 units 

50 

5 

0 

6 

Base plus 1 

56,000 “ 

55 

5 

5 

10 

Base plus 2 

65,000 “ 

65 

5 

10 

15 

Base plus 3 

62,000 “ 

62 

3 

0 

3 

Base plus 4 

57,000 “ 

57 

0 

0 

0 


Assumptions: 

1. This firm is the sole maker of the machines used to produce product X, and 
these machines can be used for no other i)urr)ose. 

2. The 50 machines in use during the ba.se year are evenly spaced as to age, 
and average machine life is 10 years. In the base year, 10 per cent of the 
machines are in the 10th year of use, 10 per cent are in the 9th year, etc. 

3. Each machine is used to full capacity and produces 1.000 units of product X 
per year. 

4. There is no unused production capacity in the base year, and each year 
everything that is produced is also sold. 


plus one, there is a 10 per cent increase in the demand for the final 
product, product X, and this causes a 100 per cent increase in the de¬ 
mand for the machines used to manufacture product X. Demand for 
product X increases again in base year plus two, and machine demand 
rises by 50 per cent over the year before. In base year plus three, de¬ 
mand for product X declines by 3,000 units (a drop of less than five 
per cent), but machine demand fails by 80 per cent. In base year plus 
four, product X demand declines another 5,000 units (a little over 8 per 
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eeni), and machine dmnand is non-existent. The acceleration principle 
also tends to operate in botii the accumulation and the liquidation of 
inventories by the manufacturers, wholesalers, and retailers in response 
to changes in consumer spending resulting from changes in consumer in¬ 
come. However, the principle is mainly used as an analytical framework 
in which to study the often drastic fluctuations in demand occurring in 
industries producing capital goods and equipment. 

The Effect of Govornmenf Spending 

Neitiier the income-expenditures model nor any other model of the econ¬ 
omy would be very realistic if it ignored the roles of government as a 
spender and tax collector. In Exhibit 7.2, we notice that, in 1961, the 
$107.4 billion of government purchases of goods and services amounted 
to more than one-fifth of the gross national product. In fact, when g.n.p. 
is analysed from the “expenditures and investment side,” government 
spending is second in sise only to personal consumption spending and 
far exceeds the third largest component, namely gross private domestic 
investment. 

In the income-expenditures model, government exercises significant 
controls over the flow of national income. In siphoning off part of na¬ 
tional income as it collects taxes, it shrinks the amounts individuals and 
businesses have for consumption and investment spending purposes. It 
adds to the flow of national income when it buys goods and services— 
providing individuals and businesses with more funds for consumption 
and investment expenditures. If the amount of income drained off as 
taxes equals the amount of government spending, government’s influence 
is neutralized. But, if government spending exceeds total taxation, there 
is a net addition to national income. The reverse situation also holds: 
if total taxation is larger than government spending, there is a net re¬ 
duction in national income. This, then, is how government fits into the 
income-expenditures model: it exerts a stimulating or repressing influ¬ 
ence on market demand. It should also be mentioned that the govern¬ 
ment exerts other influences on market demand through its power to con¬ 
trol the quantity of money in circulation. Government controls the quan¬ 
tity of money mainly by making loans and granting loan guarantees and 
by influencing the reserve needs of banks through regulation by the Fed¬ 
eral Reserve System. 


CONCLUSION 

In this chapter, we have considered the major uncontrollable 
economic determinants of market demand. Although the mar¬ 
keting man can exert only indiredt influences over these determi¬ 
nants, he must nevertheless take them into account as he plans 
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and directs such controllable elements as advertising, personal 
selling, pricing, and product innovation. Sorting theory, in which 
consumers are visualised as building highly indivifkalised as¬ 
sortments of goods, provides a conceptual framework which helps 
to explain consumer buying behavior. The income-expenditures 
model, a much more complex conceptual framework, helps the 
marketing man to understand the other major uncontrollable 
economic determinants of market demand. Disposable income is 
the chief, but by no means the only determinant of personal con¬ 
sumption spending. Significant changes occur in the spending and 
saving patterns of families as they increase in sise or shift fi^om 
one income bracket to another. Credit serves as purchasing power 
by exchanging claims to future income for present spending. Rises 
in discretionary income and changes in its distribution among 
families are likely to have marked effects on spending patterns 
for durables, nondurables, and services. Business spending and 
investment enters into the income-expenditures model both with 
respect to the way it generates income and the way income ac¬ 
celerates it. Similarly, government also plays a dual role in the 
model. No part of the model operates independently. Each part 
(consumers, businesses, and government) ’influences and is in¬ 
fluenced by all the others. Interactions among the parts, such 
as those evident in the multiplier effect and the acceleration prin¬ 
ciple, show how strongly the sectors of our economy are bound 
together. 


QUISTIONS AND DkOlUMS 

1. Explain and contrast the terms in each of the following 
pairs: 

a. conglomeration, assortment 

b. core market, fringe market 

c. gross national product, national income 

d. personal income, disposable personal income 

e. the consumption function, the marginal propensity to 
consume 

f. disposable p^aonal income, discretionary income 

2. Show how sorting theory can be used to explain the economic 
process whereby conglomerations are conv^ted into assort¬ 
ments. 

3. In terms of the four types of sorting, d^onstrate how mar¬ 
keting theory differs from economic theory. 

4. Demonstrate how sorting theory might be applied in ex¬ 
plaining the buying behavior of consumen. 
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6. "The survival of a firm requires that it present, to some 
group of buyers, a differential advantage over all other sup¬ 
pliers." List some forms of differential advantage, and give 
examples of companies presenting each form. 

6. Of the many factors affecting t^e strength of market de¬ 
mand, why is income considered the most powerful? 

7. Using an example of your own, demonstrate the "circular" 
flow of income. Of what significance is this for marketing? 

8. Discuss the relationships which exist among the following: 
production, consumption, purchasing power, disposable per¬ 
sonal income. 

9. Why are marketing analysts usually more interested in the 
marginal propensity to consume than they are in the aver¬ 
age propensity to consume? Would this be as true of the 
analyst of the market for sports cars as of the analyst of the 
market for breakfast cereals? Why? 

10. What possibilities are there for influencing the propensity 
to consume through such marketing activities as advertising, 
personal selling, trading stamp plans, liberal credit terms, 
and so on? 

11. "Marketing men have a vested interest in shifting the peak 
of the income distribution curve as far to the right as poa- 
sible." Explain and evaluate this statement. 

12. What is meant by a consumer "planning horizon"? 

13. Of what significance, if any, would studies of consumers’ in¬ 
come expectations be for: (a) a manufacturer of tape re¬ 
corders; (b) a mail-order house specializing in "do-it-your¬ 
self" electronic kits; (c) a manufacturer of tires for passen¬ 
ger cars; (d) a manufacturer of photographic equipment and 
supplies? 

14. One young married man recently used the instalment plan 
to buy a new automobile and to furnish his newly-purchased 
house (which was financed through a 30-year mortgage). 
When the young man told his father about this, the older 
man was horrified and said, "Your mother and I got where 
we are today because we saved our money, paid cash for all 
major purchases, and never paid a dime of interest to an 
instalment seller." The son relied, "If I waited to pay cash 
for these things, I would have a long grey beard before I 
could enjoy theml" Which side of this argument would you 
take and why? 

Ifi. Of what significuice would a fOTecast of the magnitude Mid 
distribution of discretionary income be for: (a) a diain of 
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grocery supermarkets; (b) a manufacturer of patio and out¬ 
door furniture; (c) a major domestic airline; (d) an importer 
of Scotch and Canadian whiskies; (e) a local transit com¬ 
pany? 

16. How much additional consumer income will be generated if 
in some year “gross private domestic investment” rises from 
$75 billion to $80 billion, and if the marginal propensity to 
consume is estimated to be .92? Explain how this informa¬ 
tion might be used by the management of a nation-wide 
chain of department stores. 

17. Refer to Exhibit 7.8, and explain how' the manufacturer of 
the “machines used for making Product X” might use the 
acceleration principle in forecasting sales and in planning his 
marketing operations. 

18. Why do you think a company selling tire-making machines 
might carry on an advertising program directed not to po¬ 
tential buyers of tire-making machines but to potential buy¬ 
ers of tires? Does this sort of strategy make sense for any 
company whose product has a derived demand? Why? 

19. Explain the various influences exerted by government spend¬ 
ing and taxation on market demand. 

20. “Automation and other technological changes have greatly 
increased the efficiency with which capital can be used, so 
it now is taking fewer dollars of new investment to produce 
a dollar’s worth of output. This drop means new investment 
projects now require less cash—^lienee, they create fewer 
jobs and less purchasing power.” Comment on this statement 
and interpret its significance for marketing. 
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Although economic theories and concepts are useful in 
analyzing many aspects of consumer demand, there are 
aspects of consumer demand which can be explained only 
in terms of psychological theories and concepts. Why do 
consumers act the way they do? Why do individual con¬ 
sumers exhibit certain attitudes? Psychology, focusing 
mainly on the “internal” forces directing the activities 
of individuals, attempts to provide answers to such ques¬ 
tions. Where the economist makes assumptions about 
the motivations of consumers, the psychologist att^pts 
not only to describe but to explain these motivations. 
Thus, in explaining consumer behavior, psychology takes 
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up the task where economics drops it. It is not surprising, then, that in 
its treatment of the practical problems of moving goods, marketing 
has often seemed more to resemble applied psychology than economics.^ 
There have been three major approaches to the development of a 
psychological theory of consumer motivation; the laboratory or experi¬ 
mental, the clinical, and the Gestalt. Laboratory psychology has con¬ 
centrated on physiological tensions or body needs as motivational forcM 
and has experimented both with human beings and animals. In clinical 
psychology, the basic physiological drives are examined as they are modi¬ 
fied by social forces. Frequent conflicts between basic needs and social 
restrictions may result in repression of motives, which, nevertheless, may 
still exert strong driving forces on human actions. Clinical psychologists 
attempt to uncover these repressed and unconscious motives through the 
use of psychoanalytical techniques such as depth interviewing. Depth 
interviews are conducted as informal, lengthy and unstructured conver¬ 
sations in which the interviewer attempts to uncover unexpressed, and 
frequently unrecognized, reasons for the actions of the person inter¬ 
viewed. Gestalt psychology, often called social psychology, regards the 
individual and his environment as an indivisible whole. The individual 
always reacts in an environment, and actions must be viewed both in 
terms of the individual and the environment. Furthermore, in Gestalt 
psychology, individual behavior is considered to be directed toward a 
goal or goals, and to be the resultant of both the motives of the indi¬ 
vidual and his reaction to the environment. Each approach adds to our 
understanding of human behavior. Thus far, no single psychological 
theory of consumer motivation is completely adequate or satisfactory 
for all purposes and, consequently, marketing has borrowed theoretical 
concepts which seem most applicable and fruitful in particular in- 
stances.2 Some of the theories and concepts borrowed by marketing from 
psychology are examined below. 


LEARNING THEORY 

Studies of learning and the related areas of recognition and recall and 
habitual response have furnished marketers with a number of keys to 
the understanding of consumer behavior and with concepts especially 
useful in planning and implementing programs designed to stimulate 
consumer demand. Concepts bori'owed from learning theory help in an¬ 
swering such questions as these: How do consumers learn about products 


1 “The Motivation of Conmimer Buying,” Cotl on4 Profit Outlook, Vol, VII, No. 1 
(January 1954), p. 1. 

2H. Herzog, “BehaYioral Science Concept! (or Analyzing the Consumer,” in D. J. 
Duncan (Ed.), Proeetdingo: Cenferenee of Marketing Teaehere from Far Western 
Staten (Berkeley: University of California, 1958), p. 33. 
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offered for sale? How do they learn to recognise and m;all these prod¬ 
ucts? By what processes do they develop habits of purchase and con¬ 
sumption? 

In studying the learning process, psychologists have been greatly in¬ 
fluenced by the associative bond concept, also known as connectionism, 
w'hich found its chief exponent in Thorndike * In considering any unit of 
activity of the individual, Thorndike saw three aspects: first, a stimulus 
or situation affecting the individual; second, a response by the individual; 
and third, a connection between the stimulus and response enabling the 
former to produce the latter. This connection is called the S-R bond. 
Thorndike and his followers came to regard learning as a process in¬ 
volving the building of new bonds and organizing these into systems of 
bonds. The newer trend in psychological thinking is to regard the S-R 
bond concept as an oversimplification, to look instead at the total experi¬ 
ence of the individual, and to consider learning a process in which total 
functions are altered and rearranged to make them more useful to the 
individual. Particular stimuli will not always activate predictable re¬ 
sponses, because motives and other factors internal to the individual also 
affect responses to external stimuli. What does this mean for the mar¬ 
keter? Simply that the consumer is influenced not only by external stim¬ 
uli—e.g., the marketer’s advertising and promotional efforts—but also 
by internal factors. 

What are the basic factors influencing learning? One writer states 
that repetition, motivation, conditioning, and relationship and organi¬ 
zation are all important.^ However, as we shall see, these have different 
degrees of relevance for marketing. 

Repetition, necessary for the progressive modification of psychologi¬ 
cal functions, must be accompanied by attention, meaning, interest, and 
a goal if it is to be effective. Mere repetition of situations or stimuli does 
not promote learning, and advertisers who depend on it alone are wast¬ 
ing both their efforts and their advertising dollars. 

The motives of an individual are the most important factors involved 
in initiating and governing his activities. Activity in harmony with one’s 
motives is satisfying and pleasing, but activity not in harmony with one’s 
motives is annoying at best and frustrating at worst. When, in a given 
situation, an individual has several motives, they may either reinforce 
each other, which promotes learning, or be in conflict, which hinders 
learning. The motivation of individuals is a topic of considerable inter¬ 
est to marketing professionals, especially those responsible for preparing 


3 See: £, L. Thorndike, Human Learning (Kew York: Appleton-Centory, 1931), pp. 
11M22. 

* H. L;, Kingsley, The yaiure and Conditiane of Learning (New York: Prentice>Hen, 
1946). pp. 691S5. 
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advertising and sales presentations. Neitiier they, nor psychologists, have 
thus far been able to reach more tlian partial agreement as to what con* 
statutes even the most common or basic motives. Members of each group 
have drawn up lists of motives, but there is much opportunity for fur¬ 
ther research. One such list is presented and analysed in a later section 
of this chapter. 

Conditioning is a way of learning by which a new response to a par¬ 
ticular stimulus is developed. For example, the sight of just any glass 
bottle does not evoke any standard response, but the sight of one par¬ 
ticular type of bottle makes most Americans think of Coca-Cola. Through 
a long-range advertising campaign and continued exposure of this sym¬ 
bol, the Coca-Cola Company has conditioned the American public to 
recognize its bottle. The conditioned response establishes a temporary 
rather than a permanent behavior pattern and, if it is not frequently re¬ 
inforced by the original stimulus, the conditioned response soon disap¬ 
pears. Thus, only by frequent and massive advertising and continued 
exposure of the bottle symbol has the Coca-Cola Company retained the 
conditioned response. Marketing men must remember, however, that all 
individuals do not react equally well to conditioning, nor are their re¬ 
actions thus far predictable. 

Meaningful relationships and organization are also factors which fa¬ 
cilitate learning. Or, to put it another way, learning effectiveness is en¬ 
hanced if the thing to be learned is presented in a familiar environmental 
setting. Thus, a salesman can more effectively demonstrate a vacuum 
cleaner by using it on the customer’s carpet and showing her the dirt it 
has picked up than by describing its capacity and cleaning power. The 
housewife is interested in the performance specifications of the machine 
only as they are directly related to the job of cleaning her carpets. There 
are obvious implications in this for the advertiser and salesman. Bales 
messages should relate the products to the needs and interests of the con¬ 
sumer, if they are to be successful in attracting his attention and subse¬ 
quent recall. 

Marketing men have too often relied entirely on repetition and con¬ 
ditioning to achieve consumer “learning” about their products. Learning 
can take place in the absence of motivation and relation and organiza¬ 
tion, but it is a slow expensive process, and retention is poor, When an 
individual is strongly motivated, he may learn a task in one or two repe¬ 
titions. A person who has been troubled with excessive tooth decay may 
hear just once about a promising new dentifrice that helps prevent decay, 
and he will remember name and buy it ; yet, another person who has 
never had a cavity in his life would only learn the name of the same 
dentifrice after countless repetition because he is not interested in decay 
prevention. Meaningful relation and organization also speed up the learn- 
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ing process. It is easier to remember the name Band-Aid than a name 
such as Acme Plastic Strips, because Band-Aid is a combination of syl¬ 
lables from bandage and first aid—^words that describe the product— 
whereas Acme describes anything, and plastic strips is too general to 
connote bandages. Ignorance of the existence of and interrelationship 
between these four factors in learning has led many marketing men to 
rely almost solely on repetition and conditioning. Learning can be 
achieved with repetition alone, but, when product or market knowledge 
is meaningful and important to a consumer, he learns it quickly and al¬ 
most unconsciously. 

Particularly for the advertiser, but also for the planner of long-range 
promotional programs, there is significance in the psychological explana¬ 
tion of retention and forgetting. Retention can be explained in terms 
of impressions left in the nervous system as a result of learning. For¬ 
getting, or “negative retention," develops with the deterioration of these 
impressions. The more meaningful the material learned—i.e., the more 
the learner completely understands it—the greater the rate of retention 
and the lower the rate of forgetting.® Retention curves for both meaning¬ 
ful and unmeaningful materials, plotted as functions of time, drop most 
rapidly immediately after learning and then gradually decline until the 
material is almost or entirely forgotten. This phenomenon is particu¬ 
larly important with respect to long-run campaigns of promotion or ad¬ 
vertising. Messages should be spaced closely enough so that they fortify 
the learning process. If they are too far apart, information learned from 
earlier messages will have been forgotten and mu.st be entirely relearned. 

SOMI CONCEPTS PROM CLINICAL PSYCHOLOOY 

The principal research techniques employed in the relatively new field 
of motivation research have been designed primarily according to con¬ 
cepts originally developed by clinical psychologists. Among the most 
important concepts borrowed from clinical psychology are those of the 
unconscious, rationalization, projection, and free association.® 

The concept of the unconscious originated with Sigmund Freud, the 
founder of psychoanalysis. Freud believed that consciousness was only a 
small part of the total mind, that, like an iceberg, its larger part existed 
below the surface of awareness.^ According to Freud, the mind contains 
ideas and urges, some of them conscious ones and some beneath the 

S J. P. Guilford, GeMrul P$i/ehology, 2nd ed. (New York: Van Noatrand, ld52), p. 
408. 

>J. W. Newman, Motivation Roiearoh and Marketing Management (Bocton: Har¬ 
vard Graduate School of Buainen Adminiatration, Diviaion of Reaearch, 1957), pp. 
64-S6. 

7 C. 8. Hall, A Primer of Freudian Pigehology (New York: Mentor edition publiaiied 
by arrangement with The World Publiriiing Company, 1954), p. 54. 
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threshold of consciousness, all, however, influencing behavior. The fact 
that people are not usually consciously aware of their motives explains 
why consumers are often unable to explain their real reasons for buying 
or not buying. Recognizing the existence of the unconscious mind, mo¬ 
tivation resem’chers have resorted to indirect research approaches such 
as depth interviewing." More conventional research approaches, such 
as direct questioning, have been unable to provide data sufficiently re¬ 
liable to justify predictions of consumer behavior. One mail-order house, 
for instance, took advance proofs of catalog pages to a number of women, 
asked them which style of dress and which colors they preferred, and 
then tabulated the most popular and least popular styles and colors. 
Actual sales, however, showed no correlation with the preferences re¬ 
corded in the survey.® Practical marketers, of course, have known for a 
long time that there are often wide discrepancies between what people 
say they will buy and what they actually do buy.^® 

Rationalization, a psychiatric concept, has long been put to practical 
use by advertisers but has only recently been reflected in the research 
techniques used in investigating consumer behavior. Rationalization is 
described as the mental process of finding reasons to justify an act or 
opinion which is actually based on other motives or grounds, although 
this may or may not be apparent to the rationalizer.’^ In advertising, 
rationalization often takes the form of providing a reader or listener with 
a plausible, acceptable reason for buying in situations where the pros¬ 
pect may be unwilling, consciously or unconsciously, to admit the real 
buying reason. For instance, the manufacturer of an expensive, showy 
automobile provides an “acceptable reason for buying” by stressing such 
features as economy in operation and high trade-in value. In some 
situations, rationalization is provided by the purchaser personally. For 
instance, take the case of the woman who buys a mink coat to impress 
her friends. She explains the purchase to them by saying it is warmer 
and will wear longer than a less expensive coat. Thus, the most common 
kind of rationalizing is the attempt to justify decisions or actions by find¬ 
ing “good” reasons for them.’^ The prevalence of rationalization in our 
society explains why such direct questions as “why did you buy this?” 

8 For a highly entertaining account of the controveray stirred up by the increasing 
use of depth interviewing in consumer studies, see: P. Stryker, “Motivation Re* 
search,” Fortune, June 1956, pp. 144*147 and 222-232. 

9 B. B. Gardner, “The ABC of Motivation Research,” Buaineet Topiet, Vol. 7, No. 3 
(Summer 1959), pp. 35-41. 

to However, for a timely and well-worded warning to management not to rely blindly 
on motivation research, see: T. Levitt, “M-R Snake Dance," Harvard Bu$ine$t Re¬ 
view, Vol. 38, No. 6 (November-December 1960), pp. 76-84. 

ttE. K. Strong, Jr., Papchologieal Atpeeia of Buaineaa (New York: McGraw-Hill, 
1938), p 129. 

i:!N. L. Munn, Payehology, 3rd ed. (Boston: Houghton Mifflin, 1956), p. 149. 
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or “what were your reasons for buying?” so often fail to uncover the real 
buying motives. Thus, where it is suspected tbat rationalizing is a fac¬ 
tor in consumer decision-making, indirect research approaches, such as 
depth interviewing, are used.^* 

Projection is another concept borrowed from clinical psychology. It is 
the name given to the type of reaction which occurs when a person, seeing 
someone facing a certain problem or situation, interprets the other per¬ 
son’s reactions in terms of his own. In other words, he Mcribes his own 
motives to that other person. Putting the projection concept to practical 
use, motivation researchers have designed their so-called projective tech¬ 
niques. Such techniques provide a means for uncovering consumers’ hid¬ 
den or unconscious motives and attitudes. For example, the stimulus 
picture is a type of projective technique. Such pictures were used in one 
study designed to secure information from farmers and their wives as to 
which “reference groups” influenced their decisions to buy new prod¬ 
ucts.*^ Respondents were handed seven stimulus pictures showing a farmer 
with a number of different reference groups, and referents, such as family, 
neighbors, friends, county agent, and an agricultural scientist. Respond¬ 
ents then were asked such questions as “What is going on in this pic¬ 
ture?” “Who are the people in this picture?” “How do they feel toward 
each other?” “How important is it to each of the people what the others 
think of him?” The tape recordings of the interviews made it clear that 
the respondents were usually concerned with “the farmer in the pic¬ 
ture.”*" Virtually all projective techniques have two things in common: 
First, they are designed to elicit a range of responses rather than a 
single stereotyped and predictable reaction. And second, they are con¬ 
structed so as “to entice the subject into revealing himself without his 
being aware of the fact that he is doing so.” *® 

The principle of free association, which traces to Freud and is used 
extensively in psychoanalysis, has also been put to use by motivation re¬ 
searchers in developing indirect research techniques. As Newman says, 
“the basic idea is that if a person gives up the usual logical controls he 
exercises over his thoughts and says whatever comes into his mind at the 
moment in ^e presence of a skilled listener, unconscious feelings and 


18 For a popularised description of six different approaches to indirect research of 
the consumer, see: J. M Vieary, “How Psychiatric Methods Can Be Applied to Mar* 
ket Research," Printw$’ Ink, May 11, 1951, pp. 39*48. 

14 Reference groups are those groups with which particular individuals would prefer 
to be Msociated. Each individual aosepts the behavior norms of his reference group 
aa he makes decisions and takes action. 

18 B. M. Rogers and O. M, Beal, “Projective Technique in Interviewing Farmers," 
The Journal of Markoiing, Yol. 23, No. 2 (October 1958), pp. 177*179. 

16 OSS Assessment Staff, Tho ia»e»$i»ent of Men (New York; Rinehart, 1948), p. 71 
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thou^ts can be discovered.” Thus, the techniques of depth interview¬ 
ing represent an application of the principle of free association. Using a 
variation of depth interviewing, the “semantic differential” (a technique 
designed to quantify highly subjective concepts by forcing answers onto 
a seven point scale), two University of Rochester psychologists perform¬ 
ing a study for an advertising agency answered, among other things, the 
question, “Why does a woman visit department stores?” 

Primai% to keep abreast. A store is her chief source of information. In a 
store she learns what is new, what is right, what is changing. She uses the 
store as a stage. It is a place where £^e daydreams, acts out her hopes and 
desires.'* 


Many of the d^th interviewing techniques take the form of word as¬ 
sociation tests in which respondents are asked to give the first word that 
comes to mind for each of a list of unrelated words. Given the word 
snow, for example, the respondent might reply shovel Among the many 
applications of the word association tests are those of screening possible 
names for new products, measuring the penetration of advertising ap¬ 
peals, and approximating the market shares of different competitors. 

IMAMKY AND MARKITIN* 

Images are the formalized impressions residing, conscbusly or uncon¬ 
sciously, in the minds of individuals with regard to given subjects. One 
source says that images can be thought of as pictures which arise some¬ 
how before the “inner eye,” or sounds which are heard by the “inner 
ear.” '* Patterns of buying behavior are influenced by the images con¬ 
sumers have of different products, particular brands, companies, re¬ 
tail outlets, and of themselves. It follows that differences between indi¬ 
viduals, products, brands and the like result in different images, but these 
need not be based on real or measurable differences. For instance, the 
functional characteristics of two brands may be essentially identical, 
but purely subjective factors are likely to conjure up quite different 
images of the two brands. All brands of aspirin are identical in compo¬ 
sition, since it is a chemical compound; yet they do not all have identical 
brand images. A single factor, an old and established reputation, in¬ 
creases consumer confidence and makes it possible for the manufacturers 
of Bayer Aspirin to sell their product at premium prices. Because such 


17 Newutii, op. tit., p. 65. 

is H. Nowlii and V. Noidia BmmHU Letter, VtHnruary 1960. 

ISO. H. Smitk MetiemHee Beteereh tn Aivertieiep end MerkeHmp (New York: 
McGraw-Hill, 1656), p. 8. 
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images definiteljr affect consumer buying behavior, marketera and ad¬ 
vertisers are increasingly taking them into account in drafting promo¬ 
tional plans and programs. Consequently, motivation research is being 
used not only to identify the nature of images but to detect the implica¬ 
tions for marketing action. 


SeINmag* 

The self-image is the picture a person has of himself—^the kind of per¬ 
son he considers himself, and the kind of person he imagines others con¬ 
sider him. What lies behind this image and what causes it to be the type 
of image it is? No one seems to have a complete or clear explanation 
of the self-image. But it is apparent that the complex of impressions 
which results in the self-image is affected both by physiological and 
psychological needs, some conscious and some unconscious. Among the 
needs at the level of consciousness, to complicate matters further, are 
certain ones which the individual willingly discusses and others which 
he is unwilling to admit. Some of these needs are partially shaped, or at 
least influenced, by socio-economic factors such as education, sex, occu¬ 
pation, age, cultural background, amount and source of income, mem¬ 
berships in and relationships to different social groups, and regional and 
local customs and mores. But behind the self-image also lie those internal 
psychological factors which determine the individual’s personality, his 
stage of intellectual development, and the extent of his emotional ma¬ 
turity. 

Different people have different kinds of self-image and, from the 
standpoint of marketing, this gives rise to market segmentation along 
psychological lines. For instance, the woman who sees herself primarily 
as a good housewife and mother exhibits a different total pattern of buy¬ 
ing behavior than does the woman who sees herself as a social leader 
or professional careerist. One of the basic tenets of motivational re¬ 
search is that in many buying situations an individual prefers to buy 
those products and brands whose images appear to be consistent with 
his self-image.-® However, it must be pointed out that the power of the 
self-image as a buying influence varies from individual to individual, 


20 There is conflicting evidence as to the importance of the self-image in some buying 
situations. For instance, H. G. Baker, an executive of the now-defunct Edsel Division, 
Ford Motor Company, is on record as saying “A make thus becomes a very real ex¬ 
tension of the owner's DESIRED personality, and something he derives gratification 
from, if the personality fits." See: H. G. Baker, “Sales and Marketing Planning,„of 
the Edsel," in R. L. Clewett, Role in Seientific Management (Chicago: 

American Marketing Association, 1957), p. 130. 

But the findings of one empiricid study challei^e this notion that the buyers of 
one make of automobile possess different personalities than the buyers of a compet¬ 
ing make. See: F. B. Evans, “Psychological and Objective Factors in the Prediction 
of Brand Choice: Ford Versus Chevrolet," The Journal of Bueineea, Vol. 32, Ko. 4 
(October 1059), pp. 340-369. 
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and even with the same individual as he makes different buying decisions 
at different times. 

Segmentation of the consumer market along psychological lines must 
be based on more than differences in self-images. This is because con¬ 
sumer buying behavior is also determined by such psychological factors 
as habit, cognition (knowledge or recognition), and learning. One psychol¬ 
ogist, for example, suggests that the market for consumer products is com¬ 
posed of six main segments; 


1. A habit-determined group of brand loyal consumers, who tend to be 
satisfied with the last purchased product or brand. 

2. A cognitive group of consumers, sensitive to rational claims and only 
conditionally brand loyal. 

3. A price-cognitive group of consumers, who principally decide on the 
basis of price or economy comparison.'*. 

4. An impulse group of consumers, who buy on the basis of physical appeal 
and who are relatively insensitive to brand name. 

5. A group of ''emotional” reactors, who tend to lie responsive to what 
products symbolize and who are heavily swayed by “images.” 

6. A group of new consumers, not yet stabilized with respect to the psycho¬ 
logical dimensions of constiroer behavior. 


Product Imago 

A product image is a stereotype which is conjured up by an individual 
when he thinks of the product. Most products have not one but several 
images. For example, some consumers may consider a motor boat a means 
of conveyance over water with a specified load capacity and the power and 
speed necessary to perform its function. Other consumers, probably the 
majority, think of the same boat as a means of exciting the interest, ad¬ 
miration, and even the envy of people they wish to impress. They may 
be more interested in the ^‘status symbol effect," e.g., the visual impact 
and styling, than in seaworthiness and maneuverability. Individual con¬ 
sumers may select an outboard motor w'ith far more horsepower than 
they actually need, for the prestige such a motor may bring. Indeed, some 
individuals apparently receive more satisfaction from owning such a boat 
(and having others aware of the fact) than they do from operating it. 

Psychologists use the term ego-involvement to describe the sort of situ¬ 
ation in which the consumer seeks to identify his self-image with the 
product image. Some products have a high capacity for ego-involvement, 

21 W. A. Woods, “Psychological Dimensions of Consumer Decision,” Journal of Mar¬ 
keting, Vol. 24, No. 3 (January 19S0), p. 17. Segment 5, the “emotional" reactors, is 
the group that has been so much studied through the techniques of motivation re¬ 
search. 
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others have less, and some have none at all. This has led one l)sychologi8t 
to classify consumer products according to their demands on the con¬ 
sumer: “ 

A. Demands of ego-involvement in the external symbols which the product 

conveys 

1. Prettige products. Products in this group not only represent some 
image or personality attribute, but become that attribute. Includes 
automobiles, homes, clothing, furniture, art objects, newspapers, and 
magazines. These products serve the function of extending or identi¬ 
fying the ego of the consumer in a direction consistent with his self- 
image, in such a way as to give him individuality. 

2. Maturity products. These are products which because of social cus¬ 
toms are tjrpically withheld from younger people. Initial use of such 
products symbolizes a state of maturity on the part of the consumer. 
Intrinsic product merit is not a factor, at least in the initial stages 
of use. Includes cigarettes, cosmetics, coffee, beer, and liquor. 

3. Status products. These products serve the function of imputing class 
membership to their users. The intrinsic merit of products in this 
class is an important factor in continued usage. However, consumers 
tend to select “big-name” brands beeause they believe such brands 
impute “success,” “substance,” “quality,” or similar attributes. Pack¬ 
age foods and gasoline are often in Ihis class. Where prestige prod¬ 
ucts connote leadership, status products connote membership. 

4. Anxiety products. Those products which are used to alleviate some 
presumed personal or social threat. This class includes soaps, denti¬ 
frices, “health” foods, perfumes, and razors. This class involves ego- 
defense, whereas the three previous classes are concerned with ego- 
enhancement. 

\ 

B. Hedonic demand 

5. Hedonic products. These are products which are highly dependent on 
their sensory character for their appeal. Moreover, their appeal is 
immediate and highly situational. This cat^ory includes snack items, 
many types of clothing, pre-sweetened cereals. Visual (style) features 
of any product fall within this area: automobile design and color are 
examples. 

C. Functional demands 

6. Functional products. These are products to which little cultural or 
social meaning has, as yet, been imputed. Included in this class are 
the staple food items, fruits, vegetaUes, and most building products. 

Now, in spite of the fact tliat products may be placed into neat psycho¬ 
logical categories, such as those above, marketers have known for a long 
time that different consumers attach different meanings to the same prod- 


S2 Woods, op. eit., pp. 17-18. 
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uct. The psychological character which a product has is a true charac> 
ter which has been imputed to it by society as a whole through long 
periods of time, and is independent of the psychological character (or 
peisonality) of particular individuals.** Psychological research is often 
necessary to uncover and identify the different images pec^le associate 
with the product. Sometimes, users and non-users have quite different 
images of the product. Although simple marketing research techniques 
of the questioh-and-answer variety can separate the users from the non¬ 
users, more sophisticated techniques, such as the projective ones, are 
required to explain the reasons for non-use. A famous pioneering study, 
utilizing projective techniques, was conducted by Mason Haire in an ef¬ 
fort to determine the reasons for non-use of instant coffee. Blind taste- 
tests had ^hown that most consumer could not detect a flavor differ¬ 
ence between instant and regular coffee, but direct questioning continued 
to show “different flavor” as the primary reason for non-use. Haire made 
up two shopping lists, identical in all respects except that one included 
a brand of regular coffee and the other included Nescafe. Making alter¬ 
nate use of each shopping list, and with no respondent being aware of 
the other list, Haire asked one hundred housewives to “Read the shop¬ 
ping list. Try to project yourself into the situation as far as possible un¬ 
til you can more or less characterize the woman who bought the groceries. 
Then write a brief description of her personality and character.” A sig¬ 
nificant number of the respondents described the purchaser of Nescafe 
as lazy and a poor planner.** Since the time of this study, instant coffee 
manufacturers have de-emphasized the prepared food character of their 
product and the proportion of non-users has steadily declined. Evidently, 
then, they have been successful in modifying the product image of in¬ 
stant coffee for increasing numbers of consumers. 

That different clMses of users of a product or service see it quite dif¬ 
ferently has also been verified through motivation research. In a study 
of air travel, for instance, several categories of passengers were identi¬ 
fied and their images of air travel determined. For the inexperienced air 
traveler, the flight was a glamorous adventure. For the businessman 
traveling frequently, air travel meant good schedules, dependability, and 
excellent service. For the vacationer, air travel was a source of fun. The 
same study revealed that different airlines varied in their attractiveness 
for each groiq}, and that no one line was equally attractive to all 
groups.** 

2S Woodi, op. eit., p. 19. 

M M. Haire, ''Projective Tedmiqoee in Marketing Reaearch," The Journal of Market- 
imp, Vol. 14. No. 8 (April 1850), pp. 049450. 

sop. Martineau, “TIm Public Image—^Motivational Analyaia for Lo^Range Mw' 
whaTiAimay Strata^," The FronHore of Marketing Thought and 8eie^ (^icago: 
Amcricu Marketing Aaaociation, 1957), pp. 11-21. 
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Brand Imaga 

The brand image, another stereotype, results from all the impressions 
consumers receive, from whatever sources, about a particular manufac¬ 
turer's brand of product. These impressions may be derived from actual 
experience with the brand, hearsay about it, the company manufacturing 
it, the packaging, the brand name, the tone, format and content of the 
advertising presentation, and the specific media in which its advertising 
has appeared.®* In the minds of consumers who are familiar with a par¬ 
ticular brand, there tends to be considerable consistency in the brand 
image or, as it is sometimes called, the "brand personality.” But for 
competing brands of a product, there are usually, in the minds of con¬ 
sumers, distinctive images for each brand. Similar statements hold for 
companies and institutions—^retail stores exhibit quite distinct images 
or personalities and the same is true of corporations with their differences 
in corporate images.®’ Even airlines possess their own images—^the public 
mind may characterize one as "friendly and folksy,” another as “glamor¬ 
ous and adventurous,” and still another as "business-like and depend¬ 
able.”®* 

Every brand image is partially derived from a product image. The 
product image relates to the fundamental aims and satisfactions, both 
practical and symbolic, which individuals seek or find in a particular 
area of consumption. The brand image relates to the configuration of 
ideas, feelings, and meanings which consumers attach to specific ver¬ 
sions of the product image.®® 

Consumers' appraisal of the distinctiveness of a brand's physical at¬ 
tributes not only affects the brand image but has important implications 
for marketing strategy. When consumers believe the brand to be physi¬ 
cally different from competing brands, the brand image centers on the 
brand as a specific version of the product. In this instance, depending on 
whether the manufacturer considers the image favorable or unfavorable, 
physical attributes of the product may be retained or changed, and mar¬ 
keting strategy may be directed toward reinforcing or altering the image. 
On the other hand, when consumers believe that a brand does not have 

Herzog, op. eit., p. 37. 

27 For a etimulating disciunion of the corporate image, aee: P. Martineau, “Sharper 
Focua for the Corporate Image,” Harvard Bu»ine»t Review, Vol. 36, No. 8 (Noyem* 
ber-December 1958), pp. 49-58. 

28 p. Martioeau, “The Public Image—Motivational Analyaie for Long-Range Mer- 
chandiaing Strategy,” op. eit., pp. 11-12. 

28 B. B. Gardner, “Qualitative Reaearch and Brand Image,” in R. M. Hill (Ed.), 
Marketing Coneeptt in Changing Timeu (Chicago: American Marketing Aaeociation, 
1960), pp. 59-60. 
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differentiating physical attributes, the brand image may be associated 
with the personalities of the people who are thought to buy it. One writer 
suggests that the manufacturer of such a product, who seeks growtb 
through an increasing share of the market, can follow three alternative 
marketing paths: (1) try to associate his brand with the public image 
that is desired or will be desired by most people, (2) try to give his brand 
several different images so that he can cover the widest segment of the 
market, or (31 adopt multiple brands, each of which is strongly identi¬ 
fied with a public image desired by a significant segment of the market.** 
The role of brand images in marketing, then, reaches its height when 
competing brands are very much alike, for it is in these instances that 
the marketer, through advertising, merchandising, and packaging, seeks 
to build a personality for the brand that will fit the psychological needs 
of potential customers.** 

Through the long-continued use of particular advertising and selling 
appeals, many brands have acquired definite images. In numerous cases, 
a brand image developed without the management intending it. Whether 
or not a particular brand image was shaped deliberately, management 
is well-advised to identify its nature precisely and carefully. Otherwise, 
ignorance of the brand image may result in poorly planned promotional 
programs. For example, if the image is a favorable one, the use of in¬ 
consistent sales and advertising appeals is likely to be ineffective and 
may even confuse or alienate existing customers. 

Similarly, before introducing a new brand to the market or an es¬ 
tablished brand to a different market, management should determine the 
sort of image it wishes to build. Take, for example, the case of Marl¬ 
boro cigarettes. When the market for filter cigarettes began growing 
rapidly in the early 1950*8, as a side-effect of the ‘‘cancer scare,” Marl¬ 
boro was already an established brand of filter cigarettes. However, up 
to that time the filter market had been composed primarily of women, 
and Marlboro definitely had a strong feminine image. Philip Morris, Inc., 
owner of the Marlboro brand, undertook a long-range program designed 
to provide the brand with a masculine image. Such devices as “the rugged 
male with a tattoo*’ were used in Marlboro advertisements in the effort 
to tap the huge new market of male filter smokers. Such campaigns to 
alter a brand image must be carefully planned and executed. If they are 
not, the present market for the brand may be lost without making so 
much as a dent on the intended market. 

SOG. H. Brown, “Brand Imagea Among Low Priced Can,” in R. H. Hill (Ed.), 

op. eit., p. 61 . 

si A. Koponen, “Peychological Responae Patterna of Conaumera,” in R. L. CIew«t( 

(Ed.), op. eit., p. SIS. 
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coNSukiiiR Momns 

Early in the study of consumer motivation, both psychologists and mar¬ 
keting scholars assembled lists of buying motives.^^ In the early 1920'8, 
Professor Melvin T. Copeland, a pioneer marketing teacher, prepared 
two such lists. Distinguishing ultimate consumers from industrial users, 
Copeland maintained that two different sets of buying motives were ap¬ 
plicable because of the wide difference in the buying procedures of the 
two groups.®* In preparing his lists, Copeland analyzed advertisements 
which appeared in consumer magazines and business journals. Other 
scholars prepared lists on the basis of interviews with consumers and 
users. Both research methods were subject to criticism. Copeland’s method 
assumed that advertisers really knew which appeals were most effective 
and used them accordingly. The interview methods, which generally 
were of the direct question-and-answer variety, assumed that consumers 
were aware of their motives and able to verbalize them. In the light of 
later research, these are questionable assumptions. Furthermore, there 
is considerable disagreement as to the items included on such lists. One 
writer explains this lack of agreement as follows: 

... when wc try to classify motives, we run into all sorts of difficulties. 
Actually, every social situation is different from every other and requires 
a separate analysis. This means that there is no such thing as a universal 
set of explanatory motives. Any list of motives can be classified under a 
number of different headings; and then someone else can rearrange that 
same list and assign them to different headings. 

Gratification of Basic Neeeh 

Psychological studies indicate that human activity, including buying 
behavior, is directed toward satisfaction of certain basic needs. Not every 

82 For an idea of the variety and coverage of such lista, see the summary of nine dif¬ 
ferent lists in: M. P. McNair and H. L. Hansen, Readings m Marketing (New York: 
McGraw-Hill, 1949), pp. 58-61. 

88 Copeland further divided his list of consumer buying motives into two categories— 
emotional and rational: 

Emotional Buying Motives. Distinctiveness, emulation, economical emulation, pride 
of personal appearance, pride in appearance of property, social achievement, profi¬ 
ciency, expression of artistic taste, happy selection of gifts, ambition, romantic in¬ 
stinct, maintaining and preserving health, cleanliness, proper care of children, satis¬ 
faction of the appetite, pleaaing the sense of taste, securing personal comfort, allevi¬ 
ation of laborious tasks, security from danger, pleasure of recreation, entertainment, 
obtaining opportunity for greater leisure, securing home comfort. 

Rational Buying Motives. Handiness, efficiency in operation or use, dependability 
in use, dependability in quality, reliability of auxiliary service, durability, enhanc^ 
ment of earnings, enhancing productivity of property, economy in use, economy in 
purchase. 

Source: H. T. Copeland, PrineipUs of Merchondising (Chicago and New York: A. W. Shaw 
Company, 1924), p. 160. 

84 8. H. Britt, '"The Strategy of Consumer Motivation,” The Journal «/ Marketing, 
Vol. 14, No. S (April 1950), p. 667. 
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individual acts in the same way in his effort to fulfill these needs; the 
actions of each depend upon the nature of the needs themselves, but are 
modified by his particular environmental and social background. The 
motivation for any specific action derives from the tensions built up to 
satisfy banc needs, and frequently some of these needs are beneath the 
threshold of consciousne^. Whatever action is taken is directed toward 
reducing these tensions. 

Although clinical psychologists have not agreed on a single list of 
basic needs, the different lists available show more agreement than dis¬ 
agreement in the basic needs they suggest. In one list, Maslow enumer¬ 
ates basic needs in their older of importance for most people. According 
to Maslow, an individual nohnally tries to satisfy the most basic needs 
first and, satisfying these, he is then free to devote his attention to the 
next one shown in the list. The Maslow list is presented below; 

1. The Physiological Needs. This group includes hunger, thirst, sleep, and 
so forth. These are the most basic needs, and until they are satisfied, 
other needs are of no importance. 

2. The Safety Needs. In modern society these needs are more often reflected 
in the needs for economic and social security rather than in needs for 
physical safety. 

3. The Belongingness and Love Needs. The need for affectionate relations 
with individuals and a place in society is so important that its lack is a 
common cause of maladjustment. 

4. The Esteem Needs. People need both self-esteem, a high evaluation of 
self, and the esteem of others in our society. Fulfillment of these needs 
provides a feeling of self-confidence and usefulness to the world; failure 
to fulfill these needs produces feelings of inferiority and helplessness. 

5. The Need for Self-Actualization. This is the desire to achieve to the 
maximum of one’s capabilities and, although it may be present in every¬ 
one, its fulfillment depends upon the prior fulfillment of the more basic 
needs. 

6. The Desire to Know and Understand. These needs refer to the process 
of searching for meaning in the things around us. 

7. The Aesthetic Needs. These needs may not appear to be present among 
many individuals because of their failure to satisfy more basic needs, but 
among some individuals the need for beauty is an important one. 

Very often, the marketing success of a brand depends on its ability to 
satisfy several needs at once; and now that motivation research tech¬ 
niques are available with which to identify the strength or weakness ot 
a product in terms of the needs it fulfills, the concept of basic needs and 

35 A. H. Maslow, MotirotioH and Personality (New York: Harper and Brothers, 

1»54), pp. 80-85. 
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the theory that individuals normally try to satisfy them in scnne ordw 
are especially significant to marketing. 

Motivations of Ultimate Consumers versus Industrial Users 

Much has been written concerning differences in the buying motivations 
of ultimate consumers and industrial users. Generally, it is concluded that 
ultimate consumers are emotional buyers, and that they are motivated 
more strongly by emotional than by rational considerations. Generally, 
too, industrial users have been portrayed as essentially rational buyers. 
The concept of need gratification renders meaningless the dual classifica¬ 
tion of motives as rational or emotional. Under this classification sys¬ 
tem, an individual attempting only to fulfill the most basic needs is 
influenced solely by motives classed as rational. A person at the level of 
bare subsistence wants the most for his money in terms of quantity, qual¬ 
ity, and dependability. But most Americans live far above the subsist¬ 
ence level, and the majority of their purchases are directed toward 
fulfilling other of the basic needs. Distinctiveness, emulation, and pride 
in personal appearance (allegedly emotional buying motives) may be 
perfectly rational means of fulfilling belongingness or esteem needs. In 
this sense, it might be claimed that all consumer buying motives are 
rational. However, certain motives are generally agreed to be more ra¬ 
tional than others and, since man thinks of himself as a rational crea¬ 
ture, people tend to rationalize and express their motives in the most 
rational way possible. Earlier we referred to this tendency as rationaliza¬ 
tion and another example now may assist in clarifying that concept. The 
buyer of an expensive automobile may explain that the high price is 
justified in terms of greater durability and better trade-in value, but 
he may have actually made the purchase to fulfill esteem needs. Often, 
these esteem needs may be totally beneath the threshold of consciousness, 
and the buyer of the high-priced auto may honestly believe that his 
buying motives were "rational.” 

Industrial users tend to be more "rational” in their buying than ulti¬ 
mate consumers. Industrial users buy to fill the needs of their organiza¬ 
tions, and these needs normally are of a very practical nature. But it 
should not be forgotten that organizations are composed of individuals, 
that one or more individuals in these organizations do the buying, and 
that these individuals have personal needs which sometimes become en¬ 
meshed with their roles as buyers. Thus, even industrial purchases may 
Im made on irrational, or emotional, bases, as in the case of the purchas¬ 
ing agent who buys from a certain supplier because the salesman is his 
good friend. 
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CONCLUSION 

In using the fruits of psychological r^arch to explain consumer 
n^otivation, the marketing man must start with the thesis that 
consumer behavior is but a special case of human behavior in gen¬ 
eral. The psychological factors influencing individual action are 
also operative when that individual is acting as a consumer. In 
order to understand the psychological aspects of consumer moti¬ 
vation, the marketer needs to be acquainted with the underlying 
psychological theory. The chief purpose of this chapter has been 
to provide this background. 


QUESTIONS AND PROILIMS 

1. Why do you suppose many advertisers have relied primarily 
on repetition to achieve customer recognition of their products, 
when learning is more easily achieved with proper motiva¬ 
tion? 

2. Would you say that many consumers have become condi¬ 
tioned to “shut out” (not see or hear) all advertising to which 
they are exposed? What are the implications for advertisers? 

3. Would it be fair to say that when a conscious and an un¬ 
conscious motive conflict, the conscious motive will dominate? 

4. Through rationalization, the consumer finds a “sensible” or 
“reasonable” excuse for actions motivated by “frivolous” rea¬ 
sons. What is the implication for marketing? 

5. Does the concept of projection help in motivating the con¬ 
sumer, or only in learning what motivates him? 

6. Give some examples how the self-image of a bank teller and 
a taxi driver might lead them to act differently as consumers, 
assuming equal incomes. 

7. Would the same consumer fall into the same one of the six 
psychological market segments, described by W. A. Woods in 
his consumption patterns, for all products? 

8. Do you think it would be easier to sell products with high 
ego-involvement or with none at all? Why? 

9. Is it likely that we can generalize to other products from the 
experience with instant coffee in the. Mason Haire study? 
Give some examples that occur to you. 

10. Once a brand image has developed in the minds of the public, 
there is little that can be done to change it. Comment on this 
statement. 
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11. In order to develop distinctive brand images, there must be 
clearly identifiable physical differences in the products in¬ 
volved. Do you agree? 

12. Would you agree that any attempt to classify consumer buy¬ 
ing motives as emotional or rational is unrealistic and purely 
of historical interest today? 

13. Does the failure of psychologists to agree on a common list 
of basic needs destroy the concepts of such needs as a mar¬ 
keting tool? 

14. Under Maslow’s classification of basic needs, different indi¬ 
viduals have achieved different levels in satisfying their needs. 
Does this imply that it would be necessary to appeal to dif¬ 
ferent needs to sell the same product to different people? 

15. If all motives are claimed to be rational, how can some mo¬ 
tives be more rational than others? 
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Traditionally, consumer motivation has been expressed 
only as a function of economic and psychological fac¬ 
tors. Classical economists explained consumer motivation 
in terms of financial self-interest. ‘‘Economic man’’ could 
be expected to act rationally with the goal of maximizing 
his financial gains. This interpretation of consumer mo¬ 
tivation has continued as a foundation of economic theory 
into modem times. But this explanation provides little 
comfort to businessmen who, actually dealing with 
consumers, are ccmfronted daily with instances of appar¬ 
ently irrational consumer behavior. For a more satis¬ 
factory mtplanation of consumer motivation, business- 
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men next turned to the field of psychology. Psychologists have attempted 
to explain the actions of individuals in terms of basic wants or needs 
common to all people. Although psychological explanations of human 
motivation have been helpful, there are still, from the standpoint of busi> 
nessmen, fussy areas where there are no satisfactory answers. For ex¬ 
ample, the psychologist explains that people are sometimes motivated by 
the desire to emulate others, but he does not provide a satisfactory ex¬ 
planation as to whom a particular individual or group of individuals may 
wish to emulate. To answer this question, we must turn to the field of 
sociology, the science that studies human society and the actions and re¬ 
actions of the individual as a member of a group or groups. Sociologists 
view marketing as the activities of groups of people who are motivated 
by group pressures as well as by individual desires. 

Thorstein Veblen, an economist, in discussing conspicuous consumption, 
was among the first to use sociological factors to explain consumer mo¬ 
tivation.^ But, only since World War II has business made extensive use 
of the skills of sociologists and anthropologists in the effort to explain the 
actions of the consumer.^ Motivation research, a rapidly developing field 
whose findings are of great interest to businessmen, makes use of the skills 
and techniques of both sociologists and psychologists to explain consumer 
motivation. Recent studies have pointed up the significance of the social 
group, the individual’s concept of social role, and social class as influences 
on human behavior. These studies have demonstrated the importance 
of social factors in evaluating and influencing the consumer, but such 
studies often leave the businessman with the uncomfortable feeling that 
he must consider numerous concepts he does not really understand. The 
average businessman has had little or no formal training in sociology and, 
although sociologists do considerable research for business, little has been 
done to express sociological concepts in terms familiar to the business ex¬ 
ecutive. Consequently, he frequently finds himself in the position of try¬ 
ing to converse in a strange language without even having a dictionary. 
Since the field of sociology has contributed information valuable in ex¬ 
plaining consumer motivation, it is appropriate to examine the basic so¬ 
ciological concepts underlying these contributions.® 

1 Veblen, Thorstein, The Theory of the Leiaure Clou (New York: The Nb>dem Li* 
brary, 1934). 

3 For an unusually clear and interesting discussion of the importance to business of 
using the services of sociologists and other behavioral scientists, together with the 
accompanying problems and pitfalls, see: J. W. Newman, "Working with Behavioral 
^ Scientists," Howard Buaioeu Review (Vol. 36, No. 4), July-August 1958, pp. 67-74. 
t For two interesting articles relating and comparing the fields of sociology and mu** 
keting, see: C. T. Jonaasen, "Contributions of Sociology to Marketing," and R. Bar- 
ti^ "Sociologists and Marketologists," Journal of Marketing, Vol. 24, No. 2 (October 
lim), pp. 29-35, 37-40. 
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TNI INOIVIMIAL AND SOCIITY 

The individual cannot be separated from the society in which he lives. 
Although all people have certain biological needs in common, these are 
strongly modified by the cultural environment and, hence, affect ultimate 
behavior. All people need to eat, but what they eat and how they eat is, 
to a great degree, determined by the behavior patterns of their society. 
To the average American, the thought of eating dog meat is repugnant. 
This is not because of any belief that dogs are inedible; the eating of dog 
meat just happens to be socially unacceptable. How are these social cus> 
toms established, and who determines what is acceptable or unacceptable? 

Primary Groups 

The primary group, fundamental in determining the social nature of the 
individual, may be defined as a group of people involved in intimate, face- 
to-face contact and cooperation. The most pervasive and probably most 
influential group is the family. In the traditional large-family setting, 
where several g^ierations lived under one roof, this group greatly in¬ 
fluenced the socialization of the child. With the emergence of the modern, 
small, two-generation family, much of this influence has passed to other 
primary groups, particularly to the peer groups. Peer groups are made 
up of individuals who spend considerable time together, and are of fairly 
common age and social background. Among children these are often called 
play groups; among adults they include neighborhood and community 
groups. David Riesman, in The Lonely Crowd,* attributes tremendous in¬ 
fluence to these groups among the urban middle classes, where the numbers 
of people are large enough to form highly homogeneous peer groups. Other 
groups which have varying degrees of socializing influence are work groups 
and religious, educational, and political institutions. 

Each individual may be a member of several different primary groups. 
As a member of a religious institution, he may or may not have close per¬ 
sonal contacts with other members. At work he may be part of a close-knit, 
friendly group of co-workers. As a member of social or fraternal organiza¬ 
tions, he may be a part of still other primary groups. Any of these groups 
might be classified as peer groups if they are sufficiently homogeneous. 
Purely social groups are most likely to fall into this category. The peer 
group has the greatest influence on the individual in his general role 
as a consumer since the general interests and mode of life of this group 
are most nearly like his own. 

The way a person sees his role in the social groups of which he is a mem- 


OBieMua, Glaser, end Demiejr, The Crowd (New Haven; Yale Univerntjr 

Preen, 1950). 
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ber is an important factor in explaining his motivation. If he is a ''rugged 
individualist/' he may enjoy establishing a reputation as one who sets his 
own patterns of behavior—^within established group nonns of good con¬ 
duct. Individualism was a commonly accepted mode of behavior in tiie 
nineteenth century in the United States, but a different type of group 
behavior has evolved and become important since then. This newer mode 
of behavior requires fairly close conformity to group norms. The group- 
oriented individual is anxious to fit into the behavior patterns of his peers. 
What they do, he must do. This does not imply, however, that his pat¬ 
tern of behavior is frozen. Since group norms may change at frequent 
intervals, he may find it necessary to adjust his own behavior to reflect 
these changes. The group-oriented individual is seldom motivated by the 
traditional appeals of ‘‘being an innovator” or “leading the pack.” If he 
is to be motivated to action, he must first be persuaded that the suggested 
action is accepted by his peers as the proper thing to do. 

InfluBnem of tho Masios 

As differentiated from primitive societies, noodern American society is 
a m^s society comprising great numbers of people spread over a wide 
geographical area, not personally known to each other, and with hetero¬ 
geneous interests. In addition, the mass is not an organized group and 
does not necessarily share common customs and traditions. It does not 
think or act as a group (as would a mob), although it does tend to climb 
on the bandwagon of public opinion after a clear majority opinion has 
been registered. (This is probably the reason why it is difficult to find 
people willing to admit that they voted for a badly defeated political can¬ 
didate.) The mass is also characterized by instability of interests; today’s 
hero may be forgotten tomorrow. This, then, is the human aggregation 
that is reached by our mass media. 

A businessman attempting to communicate with these masses through 
mass advertising must first understand the characteristics of this amor¬ 
phous group. The term “mass market” may be misleading. The mass 
market is made up of individuals, each making separate buying decisions. 
These decisions may be strongly influenced by actions of other members 
of the primary group, but only rarely are they affected by the actions 
of the masses as such. Only on rare occasion does a product achieve 
true mass acceptance and, when it does, the fickleness of the mass almost 
surely dooms it to a short-lived success. Such was the case with the hula 
hoop.* The product that is successfully promoted through the mass media 
is not really marketed to the mass audience as a unit. Instead, it is really 


• The hula hoop fad, which occurred in 19S8, atarted in Maj in aouthem California. 
By the eloae of September tiie fad had spread from coast to coast and fnun border to 
border but was abnoat dead. Ihe Toy News Bureau, a publicity organisation of toy 
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promoted simultaxieously to many individual members of similar homo¬ 
geneous primary groups throughout the market. 

SOCIAL STtATlMCATION AND CLASStS 

Every society classifies its members according to some social hierarchy. 
In all societies there are people who occupy positions of relatively higher 
status and power. In modern American society, class lines are not finely 
drawn, and it is next to impossible to identify a specific number of classes 
into which all individuals can be grouped. In medieval European society, 
there were clear demarcations among the nobility, merchants, and peas¬ 
ants, and very little mobility between classes. In a highly mobile society 
such as ours, where class lines are not finely drawn, some standards or 
criteria that can be used to rank individuals must be found. 

Criteria for Ranking Individuafs 

The most important criterion of class status is occupation. If a single 
standard were to be used, occupational status would most accurately de¬ 
scribe class differences in the United States. To many people, occupa¬ 
tional status is synonymous with class, the class groups commonly de¬ 
scribed as the laboring class, the white-collar class, and the managerial 
class. The occupation of the individual presents a clear picture of his per¬ 
sonal achievements and his contributions to society. 

Occupations are ranked according to several standards: First are the 
qualifications necessary for success in the occupation, such as training, 
education, and intelligence. These help to explain the rankings given vari¬ 
ous occupations, but they do not explain all situations. Certain political 
jobs, for example, almost reverse the normal pattern. An advanced uni¬ 
versity degree is often said to be the “kiss of death” to an aspiring poli¬ 
tician. Second is the financial reward attaching to the job. In most in¬ 
stances, financial reward is closely correlated with education, training, 
and experience, but here also are exceptions ail in the ministry and public 
service. These exceptions must be explained by additional factors, one of 
which is the honorable status attached to the job. The minister and pro¬ 
fessor receive “psychic income” from the recognition on their own parts 
and by others of their contributions to society. Third are the working 
conditions which characterize the job for, in the mind of the general pub¬ 
lic, differences in working conditions have always separated the ditch 
digger and the plumber from the white-collar worker. Collectively, these 

manufacturers, estimated that more than 25 million hoops were sold during this short 
span of time. One company, Wham-O Manufacturing Company of San Gabriel, Cali¬ 
fornia, among the first to manufacture hoops, claimed that it alone had sold upwards 
of ten million. An executive of Maison Blanche, a New Orleans department store, 
estimated that nearly two million hoops had been sold in that city alone. See; Weil 
Street Jeureel, October 28, 1988, pp. 1, 18. 
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three factors measure what might be called occupational prestige. The 
literature of sociology contains reports of a number of studies which have 
attempted to measure the prestige rankings of a large number of occu¬ 
pations. As might be expected, managerial and professional occupatioms 
rank at the top, and low-pay, low-skill occupations at the bottom. 

A second criterion of class status, wealth and income, is closely related 
to the first. It has already been mentioned that financial reward is an im¬ 
portant factor in the ranking of occupations. There are, however, in¬ 
stances where wealth and income provide an entirely independent measure 
of class status. One instance is that of inherited wealth. Although the 
enactment of highly graduated inheritance taxes has reduced the impor¬ 
tance of this factor, it is still influential. For instance, W. Lloyd Warner, 
in attempting to classify American society into six broad classes, differ¬ 
entiates between the top two classes primarily on the basis of old family 
and inherited wealth as compared with the “nouveau riche.” * A second 
case where wealth and income are not closely related to occupation is in 
the family with more than one wage earner. A skilled laborei* with a work¬ 
ing wife or working dependent children may have a larger family income 
than many managerial or professional families. The gradual deterioration 
(in some cases even the reversal) of the traditional relationship between 
the incomes of white-collar workers and laborers has increased the diffi¬ 
culty of clearing defining class lines. 

Possessions arc the normal measure of wealth and income. Thus, a 
wealthy miser with few worldly possessions would occupy, in the eyes 
of the average individual, lower class status than his capital assets might 
imply. With the progressive reduction in extremes of income, possessions 
have become a more satisfactory measure of class status than income and 
wealth. This is of particular significance to the businessman whose prod¬ 
ucts or services are sold to ultimate consumers. Sociological studies have 
uncovered differences in spending and buying patterns among different 
social classes, even when family income is the same. For example, lower 
class and middle class families express markedly different preferences in 
home furnishings, differences which cannot be explained solely in terms 
of prices. The social and class status attached to various makes and models 
of automobiles also varies widely. The aura of successful achievement that 
has come to be so strongly associated with the ownership of a Cadillac 
may lead a socially ambitious individual to buy that make in prefer¬ 
ence to an equally expensive Imperial or Continental.’^ 

,A third criterion of class status is family. This tends partially to ex- 

«W. L. WaniBr and P. S. Lunt, The Siatut Syttem of a Modern Community (New 
Haven: Yale Univereity Press, 1942), pp. 88-91. 

For an interesting description of the ways in which the two top classes may be 
establishing closer relationsliips, see: "The Rich Come Out of Hiding,” JBiw»Nest 
Week, November 15,1958, pp. 58-72. 

7 P. D. Martineau. UoHvuUoa in Advertising (New York: McGraw-Hill, 1937), Ch. 8. 



BOaOLOGICAL FACTOBS AFFECTING CONStTlfER MDMAND 201 


plftin the high social status assigned to certain "old families" in parts of 
New England and the South. However, this factor is far less important 
now than it was fifty years ago, mainly because family position is no 
longer as closely related to occupation, income, and wealth. Increased edu* 
cational opportunity for the underprivileged has narrowed, though defi¬ 
nitely not eliminated, the differential in occupational opportunity, and 
income and inheritance taxes have reduced the magnitude of differenee 
in inherited wealth. Nowadays, it is not difficult for a person who is oc¬ 
cupationally and financially successful to move up to a higher class status, 
except up to the top level. Family position is still important for admis¬ 
sion to that rarefied atmosphere. The wife and minor children occupy the 
sune social status as the husband or breadwinner, and a change in social 
status for one means a change for the entire immediate family. Once 
a person is on his own, he may occupy a social status different from that 
of his parents or brothers and sisters. 

A fourth criterion of social status, authority and power, is also closely 
related to occupation and wealth. This is why a school superintendent 
usually enjoys much higher social status and income than the school teach¬ 
ers in his system, although their education may be equivalent. A fifth 
criterion, personality, is perhaps of most significance to the socially mobile 
individual who is moving up in the social strata. The person with a flexible 
and attractive personality adapts far more easily to the customs and 
usages of a higher social class. 

The Social Class Structure of the United Stafes 
Most sociologists have classified American society into three broad, roughly 
defined classes: the upper, middle, and lower classes. One sociologist, 
however, W. Lloyd Warner, on the basis of studies in three American 
towns, set up a hierarchy of six American social classes: upper upper, 
lower upper, upper middle, lower middle, upper lower, and lower lower.® 
This classification has had considerable publicity, but many sociologists 
believe that it is more precise than accurate. Under Warner’s classifica¬ 
tion, the class status of each i>erson is ascertained by asking his fellow 
citizens (his equals, his superiors, and his inferiors) to rank him. It is 
how each of these groups looks at him that indicates his actual status. 
This dependence on the ratings of fellow citizens has been the main cause 
for criticism of the Warner system. The ordinary citizen does not think in 
terms of this complex hierarchy and, when asked to classify his fellow 
citizens into the six groups, shows little agreement with others who are 
asked to do the same thing. Perhaps the most important single rating is 
the willingness of that group of people whom he considers his equals to 
accept him as their equal. 

— - ■ 1. \ 

8 W Warner and P. 8. Lant, op. eif., pp. 88^1. 
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The 80 -called status-symbol school of sodologists provides an interest¬ 
ing explanation of how the twin urges for self-expression and self-better¬ 
ment, shared by nearly all Americans, take the form of aspiring to higher 
status. This school holds that (1) people express their personalities not 
so much in words as in symbols (e.g., mannerisms, dre^, ornaments, pos¬ 
sessions); and (2) most people are increasingly concerned about their 
social status. Different products vary as to their status-symbol value, and 
their value may also change; the automobile was once the major status 
symbol, but many sociologists maintain that it has now been replaced 
by the house and its furnishings.^ The status symbol concept is one the 
marketer does well to consider, for when he understands that he is selling 
a symbol as well as a product, he is able to view his product more com¬ 
pletely. He should understand not only how his product satisfies certain 
practical needs but also how it fits meaningfully into modem culture. 
When the marketer has this understanding, both he and the consumer 
stand to profit.*® 

American society has no single elite or ruling class; it has several elites. 
Among others, there arc the management elite, the professional elite, the 
political elite, and the “old family” social elite.** There is no clear-cut line 
between the elite or upper class and the upper middle class business and 
professional men. But there does seem to be one factor that differentiates 
the upper middle class from the lower middle class—educational expecta¬ 
tion. In the upper middle class family, it is usually taken for granted that 
the children will receive a college education, whereas in the lower middle 
class family such an expectation is not the rule. Traditionally, the dis¬ 
tinction between the middle and lower classes in the United States has 
been based on income differences and has remained fairly stable. White- 
collar workers and small entrepreneurs with their higher incomes made up 
the middle class, and laborers and farmers with their lower incomes made 
up the lower class. This distinction has blurred with the new high incomes 
earned by elite labor and the deteriorating relative income of white-collar 
workers.** 

Social Mobility 

There is in the United States a long-standing belief in the democratic 
principle of equal opportunity for all. Our history is full of instances where 
men moved up from the humblest beginnings to positions of the highest 

• G. Burck, "How American Taste ie Changing," Fortune, July 1969, pp. 186-188. 

10 S. J. Levy, "Symbols for Sale,” Bmrvari Butineu Review, Vol. 37, No. 4 (July- 
*Augiist, 1959), p. 124. 

11 For a highly interesting account and analysis of the different elites in American 
society, eee: C. W. Mills, The Power BUte (New York: Oxford University Press, 
1957). 

IS For an illuminating treatment of the blurring of class distinctions, eee: D. Sdig* 
man, "The New Masses,” Fortune, May 1989, pp. 106-111, 257-258. 
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importance. AlMraham Lincoln, of course, is an outstanding example and, 
witimut question, our society has been highly mobile in comparison with 
other societies. (The results of a few sociological studies would indicate 
that this mobility has all but disappeared. Critics have pointed out, how¬ 
ever, Uiat these studies were made in small towns from which the more- 
able young people tend to emigrate, so little mobility was to be expected 
from tiiose who remained.^) 

The fact that each social group has a reference group helps explain up¬ 
ward mobility or, as it is popularly known, “social climbing.” The refer¬ 
ence group of the lower class is the middle class; the reference group of 
the middle class is the upper middle class; the reference group of the upper 
middle class is the upper class; and the reference group of the American 
uii^r class is the British upper class. Each social group has its own be¬ 
havior patterns, values, and attitudes, but these are conditioned sub¬ 
consciously by its reference group. Some social groups are happy and 
secure in this situation, some are not.^^ 

There seems still to be strong evidence that social mobility is high in 
the United States, although at different rates for each class. Mobility up¬ 
ward from the lower class is low because there is much stronger motiva¬ 
tion for achievment in middle and upper class people and, hence, higher 
mobility aspirations. In contrast to the middle class, the lower class seeks 
job security and avoids risk, expresses more limited income expectations, 
places less value on education (and plans for less), and plans for lower 
occupational goals.^® Perhaps the most important change in the lower 
class is the shift from a success goal to a security goal. Many lower class 
people have exchanged the old American goal of “office boy to President” 
for social security and a pension. They would prefer to settle for the safety 
of a routine job rather than the risks that accompany ambition. In ad¬ 
dition, many lower class people have become more interested in the pur¬ 
suit of leisure and enjoyment than in success. Promotion and success 
come to the men who spend many overtime hours on their jobs, but to 
many men the loss of enjoyable hours for sport and recreation is too great 
a price to pay for the remote possibility of promotion. At the same time, 
there is a trend toward there being fewer people in the American lower 
class. Declines in the numbers of drudgery type jobs, and the financial 

IS For both viewpoints, aee: R. 8. Lynd and H. M. Lynd, MiddMoum in TratuHion 
(New York: Harcowrt, Braee, 1®37), pp. 70-72; W. L. Warner, R. J. Havighurat, 
tad H. B. Lodb, Whn 8knU Be Edueatedf (New York: Harpei A Brotiiers, 1944); 
ud Q. Sjoberg, “Are Social Claaaea in Amerit-a Becoming More Rigid?" Amerieon 
R oeio l eyieo l Jtevieu>, Vol. 16, pp. 775-783. 

MX. C. Pirie, “An Anthr^logiat Looks at Marketing," in F. E. May (Ed.), Ineretu- 
inf BtUet JB^Memep^ Michigan Buaineaa Papera No. 36 (Ann Arbor: Bureau of Buai- 
Bean Ssamu^ IJniveraity of Michigan, 1959), p. 153. 

U L. "Levela of Ai^iration and Social Claaa," Amerieon Beeiologiool Bo- 

OMW, Vo). 18, pp. 233*242. 
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and prestige upgrading of many skilled laboring jobs, have effectively de¬ 
creased the membership in the lower class and increased that in the mid¬ 
dle class. 


PATTHmS OP AMIMCAN CULTORI 

Every culture evolves unique patterns of social conduct, and the study 
of these pattens is important to the marketer since it helps him explain 
and predict the actions of the individual as a consumer. Many aspects of 
the American culture are unique in an anthropological or sociological 
sense. These differences include the roles of ethnic and racial groups, re¬ 
ligion, women in the society, leisure time, fashion and acceptance of 
charge, and population movemoits. 


Ethnic and Racial Groups 

The United States has been described as a melting pot of cultures and na¬ 
tional groups, but this blending of peoples and cultures has not been com¬ 
plete. And, although an identifiable American national culture has emerged, 
it has not equally permeated all portions of society or all geographic re¬ 
gions. In parts of the American southwest, for example, a Spanish or 
Mmdcan influence is still noticeable; in Minnesota, in the states sur¬ 
rounding it, and in the Puget Sound area, a Scandinavian flavor is still 
apparent. These areas of foreign ethnic flavor are found in various parts 
of the country and in clearly definable neighborhoods in cities. Although 
these ethnic differences have tended to decrease with each succeeding 
generation, their continuing existence helps to explain certain differences 
in consumer motivation and behavior that would not exist in a nation 
of people with a common cultural heritage. There has also been a tendency 
for the United States to evolve as a multi-racial society with different 
patterns of social behavior in each racial group. These ethnic and racial 
faetfHv contribute to the segmentation of the American market. 


Raligion 

American society has a basically Judaeo-Christian religious heritage, and 
this has shaped its cultural development. Whereas some religions stress 
passive acceptance of life and man’s role, the Christian and Jewish re¬ 
ligions emphasize the perfectability of man and his environment and, 
httioe, encourage him to improve himself and his way of life. Therefore, 
the production and consumption of goods are acceptable activities because 
they contribute to the welfare of society. Within the American Judaeo- 
Christian religious pattern there are many individual sects and creeds, 
and, although they share similar feelings about the overall roles of pro¬ 
duction and consumption in society, the patterns of consumptimi of se¬ 
lected foods, beverages, and ai^Mirei vary amemg these lelii^ous giroiqM. 
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Thus, the diversity of religious creeds in the United States contributes 
to tile diversity of the market. 


The Role of Womon 

The role of women in American society has undei^one considerable 
change. A continuing movement towards full equality of legal rights and 
social privileges has broadened women’s opportunity for participating in 
economic and political activities. Approximately one-third of adult Amer¬ 
ican women are employed in the work force and have incomes of their 
own to spend; labor-saving appliances are providing the remaining two- 
thirds with more time free from domestic responsibilities, and, conse¬ 
quently, more time for family shopping. In general, too, they are better 
educated and better informed than were their mothers and grandmothers. 
The result is that American women have either sole or major responsi¬ 
bility for buying many kinds of goods and are exerting an increasing 
amount of influence on buying decisions of all kinds. The information in 
Table 9.1 provides some insights on the relative influence exerted on pur¬ 
chase decisions by husband and wife. These data were compiled from a 
two-and-one-half year study of a cross-section of families in all parts of 
the United States. Interviews were obtained from both husbands and 
wives. Notice that among the decision areas studied, one—car purchfwes— 
is attribiited to husbands primarily, while another—purchases of house¬ 
hold goods and furniture—was thought to be controlled by wives more 
often than by husbands. It is quite possible that there are other “husband- 
dominated" areas which were not studied, such as home repairs and gar¬ 
dening equipment, and there may be other “wife-dominated" areas such 
as interior decorating, rugs, and draperies.^* Both husbands and wives 
were asked the same questions, and their answers were tallied separately 
under columns “A" and “B" in Table 9.1. It is interesting to note that, 
with only one important exception, husbands and wives were in very 
close agreement as to who makes family decisions. In decisions on money 
and bills, six per cent more women than men believed that this was en¬ 
tirely of predominantly the wife’s decision, while five per cent more men 
than women believed that this responsibility was shfO'ed equally. 

Lehure Time 

During the past half century in the United States, the length of the nor¬ 
mal working week has been reduced from as much as 84 hours in the steel 
industry to an average of somewhere around 40 hours. As a consequence, 
the average worker has gained considerable free time to use at his own 
discretion. This discretionary time has been increased even more for the 

l«E. H. WolgMt, "Do Husbandfl or Wive* Make the Purehaaiag DMiaioM?” The 

Jeurnttl of Marketing, Vol. 23, No. 2 (October 105S), p. 153. 
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average citiien through the advent and spread of piud vacations, since 
many famili^ could never afford to take vacations without pay. 

The economic concept of “opportunity cost” is helpful in explaining the 
continuing trend toward more free time for more people. Essentially, this 
explanation boils down to the proposition that as economic productivity 
rises, the opportunity to choose between work and leisure rises with it. 
One authority on the subject of leisure states the argument this way: ” 

The value of free time to the worker is in a sense set by what econonnsts 
might call its “opportunity cost”; that is, free hours are chosen by the wage- 
or salary-earner because they are worth more to him than the opportunity 
to raise the country’s output and thus indirectly make available to him a 
larger volume of goods. The opportunity cost of leisure rises as atandardi of 
living rise. If a worker of today were content with the goods and services 
which would have seemed sufficient to a worker of a hundred years ago, he 
might have much more free time than he has. To earn ample food, comfort¬ 
able clothing, and a roof over his head would not require nearly as long 
hours as are now prevalent. But wants for purchasable goods have risen as 
productivity has risen. Prevalent standards of living include, among other 
things, automobiles, radios and television sets, mechanical refrigerators, 
washers, vacuum cleaners, longer dependency of children as they spend more 
years at school, more medical services, unemployment insurance, old-age 
pensions, and the multifarious tax supported services of government. From 
time to time philosophically minded persons object that such embellishments 
of living are not worth what they cost. For this point of view, expressed 
more than a hundred years ago, the classic American argument is Henry 
David Thoreau’s Walden. In an economic sense, Walden might be called a 
plea for reduction of the opportunity cost of leisure. 

The growing amount of leisure time has had a profound effect on mar¬ 
kets and marketing. The “do-it-yourself” market is an excellent example. 
The man or woman who has some free time gets pleasure out of making 
or repairing items he or she would have formerly purchased or paid to 
have fixed. This not only provides the psychic satisfaction of creative ac¬ 
tivity, but alleviates any feeling of guilt about nonproductive use of 
time.^* Consequently, some businesses have reorganised their distribution 
systems with a view toward making their products more readily available 
to these “do-it-yourselfers.” Americans now have more time for travel and 
cultural pursuits. The booming tourist industry and the increased in¬ 
terest in art, music, and books are some of the results. 

Perhaps the most important effect of increased leisure is reflected in 

IT G. Soule, "Tlie Economics of Leisure,” The Annah of the Amerieem Aeodemy of 
PoUtieal med Boeial Seienee, September 1M7, pp. 20-21. 

18 American culture has been strongly affected by the social values of the early cole- 
nisAa. Religions leaders, particularly in New England, preached that men was made 
to work and that lasineas was sinful. These beliefs permeated American society so 
effectively that even present-day Americans feel a litAle uneasy about nonprodurtive 
activity. 
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changes in values and the "way of life/’ Instead of buying an OEpensive 
oar to impress his friends, a consumer may economise on this purchase 
in order to buy the boat, shop tools, or fishing equipment he wants. New 
homes are planned in such a way as to simplify participation in leisure 
time activities. Both the men’s and women’s clothing industries have ex> 
perienced an increased demand for informal sports wear. The impact of 
these changes on business has been enormous. Whole new markets have 
been opened up and new enterprises have been organised to serve them. 

Fashion 

Fashion can be defined as the opinion of a group of people about a 
thing. Since it is a reflection of opinion, and since people like occasional 
change, it is necessarily transitory. Fashion should be differentiated from 
style in this respect. A style is a kind of design or art form that is un¬ 
changing. When, in the opinion of a large group of people, a particular 
style is popular, that style becomes a fashion. In turn, if a fashion is of 
particularly short duration, it is called a fad. Fashion, then, is the pursuit 
of novelty for its own sake. Every market into which the consumer’s 
fashion sense has insinuated itself is, by that very token, subject to a 
common, compelling need for unceasing change in the styling of its goods.** 
The role of fashion in American society has been growing. Because of 
improving media of communications, including the wide coverage of tele¬ 
vision and expanding circulations of published media, fashion news is 
spread far and wide in less time. Accordingly, the time span covered by 
the appearance of a new fashion, its adoption by a few pace-setters, its 
rise to popularity, and its subsequent decline has been becoming shorter. 
In other words, the rate of fashion change has been accelerating. At the 
same time, expansions in the amount of discretionary income in the hands 
of consumers have permitted them to spend more in their attempts to sat¬ 
isfy the desire for change. Furthermore, there are increasing numbers of 
group-oriented people in society, and fewer individualists, and tliis has 
lent added importance to conforming to changes in fashion. 

A lucid illustration of the powerful influence of fashion was provided 
by one authority who reported the following: 

... fashion is the impulse that opens up new volume opportunities, even in 
sales-saturated industries. Here’s what I mean: Certainly the telephone is so 
much a part of our lives today that few of us could live without one. Yet 
A.T.&T. achieved new sales goals and product diversification by using fash- 
' ion t9 sell extension telephones in the home. True, the extension phone cam- 

!■ D. E. Robinaon, “Fashion Theory and Product Desian,” Sarvtrd Bmtintn JSevtew, 
Vol. 36, No. 6 (November-December, 1968), p. 127 

39 H. Valentine, "Fashion—Who Needs It?” in Report on the Twentp-Rimth Boetom 
Conferenee on Dietribution (Boston: Retail Trade Board, 1957), pp. 32>34. 
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paign started on a utility and step-saving basis. “Have an extension in your 
kitchen or have one upstairs in your bedroom. Save energy, save steps.” It 
sounded like a good idea, but it met with definite resistance. Why? Probably 
because it made a woman feel guilty! Was she too lasy to go a few steps or 
walk a few stairs to answer her phone ? 

But what happened when color was added to the sales message? Now a 
woman had a guilt-free, fashion reason for installing a couple of “decorator” 
phones throughout the house. Sales soared! In fact one A.T.&T. executive 
recently told us that the number of homes with more than one phone has 
nearly doubled in the past six years. And it was felt that, color had a great 
deal to do with breaking the ice.... 


Population Movements 

The important population trends in the United States and their impact 
on markets were described in Chapter 2, and much of this information 
has been made available through the studies of anthropologists. One par¬ 
ticularly important trend is the growth of suburban population and the 
development of a unique way of life in the suburbs. 

Much of the current population growth in metropolitan areas is occur¬ 
ring in the suburbs rather than in the urban areas. This trend is signifi¬ 
cant to marketing because the suburbanite often represents a very different 
market from the urbanite. The suburb retains much of the character of 
a small town. Consumption patterns are strongly affected by neighbor¬ 
hood and local social groups. Sociologists have contributed to an under¬ 
standing of urban-suburban differences and, thus, facilitated the job of 
serving each market. 


IMPLICATIONS FOR lUSINISS 

Broadly speaking, the social aspects of motivation revolve around self- 
interest, just as do the economic and psychological aspects. An individual 
seeks satisfactions that will maintain his own self-respect by fitting into 
the moral norms established by the society in which he lives. At the same 
time he seeks recognition and respect from otliers. He seeks pleasure, not in 
a biological sense but in terms of what is considered acceptable by the 
groups with which he identifies, and he also seeks affection and friend¬ 
ship. Sometimes, he may want something not for itself but for the social 
gain he gets from it. The lady living in Florida who buys a fur piece does 
not buy it to keep warm but because of what it will "do for her social status. 

Except in the elite or upper class, there seems to be little individuality 
among modern American consumers. Conformity seems to be the rule. Of 
course basic conformity still leaves room for individual differences, but 
only within limits. The standards to which the individual conforms often 
change at a bewildering rate, but the middle class consumer, and the lower 
class consumer to a somewhat lesser degree, are socially obligated to keep 
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pace with the changes. Fashion in clothing is an excellent sample of 
this.^^ The sack dress became established as a standard of stylish dress 
in 1058, and, although many women considered the style personally un¬ 
flattering, they felt compelled to buy them to be fashionable—to conform. 
Each woman could select from a number of style variations, colors, and 
fabrics, as long as the garment was a sack. To illustrate the rapidity of 
these fashion changes, the sack was completely out of fashion within 12 
months. This need for conformity affects a broad variety of consumer 
purchases today. 

In a culture such as ours, one evidently committed to the elimination of 
impassable class lines, few people are wholly satisfied with their existing 
social status, most striving endlessly to improve their positions. One out¬ 
come is that possessions acquired by the individual are uniquely related 
to his own goals. Personal property is not considered a prerogative of any 
special group, but rather a measure of success and, hence, a means of 
achieving higher class status. A clear understanding of this fact is of great 
importance to the businessman. Although many products carry little or 
no connotation of status, many others are highly significant in providing 
a measure of the social position of their owners. Marketing executives at 
all distribution levels, from the manufacturer to the retailer, should deter¬ 
mine the status connotations of their products. Then, merchandising and 
promotional efforts should be directed to those consumers who are most 
likely to obtain maximum satisfaction from ownership of the product. 

Members of different classes show a wide divergence in interests and 
activities which, in turn, influence their consumption patterns. For 
example, a definite relationship exists between the prestige level of oc¬ 
cupation and kinds of leisure time activities.®^ Different recreational pref¬ 
erences among the various classes affect their expenditures on hobbies 
and recreation. 

An awareness of the differences between the upper, middle, and lower 
classes is also important in selecting the mass advertising media to reach 
them. The upper classes read more books and magazines; the lower classes 
listen to more radio and view more television; the middle classes lie 
somewhere in between. Although there are some magazines with a pri¬ 
marily lower-class appeal, only a small proportion of the lower classes 
are reached through such a medium. Larger audiences of these people 
are reached through radio and television messages. For the upper classes, 
the reverse is true.®® Certain popular television shows reach the upper 

'Si R. Bendix and S. M. Lipaet, Clau Status and Pawar (Qlencoa, Ill.: Free Pren, 

10S3),p.323. 

39 Alfred C. Clarke, "The Use of Leiaure and Ita Relation to Ooenpational Preatige," 

American Soeiologicai Review, Vol. 21, pp. 301-307. 

91J. T. Klapper, The Effects of Mass Media (New York: Columbia Unieer^tir Bureau 

of Applied Social Reaearch, 1949), pp. 1-17. 
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as well as the middle and lower cites markets, but appeals directed solely 
to the upper class market are usually more effectively conveyed through 
the so-called class magasines. 

These generalisations apply only to the American market. Social fac¬ 
tors vary enormously among different peoples and nations, and busi¬ 
nessmen who seek business abroad must first study the social environment 
in each foreign market. The social class structure varies widely even 
among the most highly developed countries, and other sociological fac¬ 
tors vary just as much. For instance, the French woman is much more 
highly individualistic than the American woman in her selection of cloth¬ 
ing. She selects first that which is flattering and only second that which 
is fashionable. 


CONCLUSION 

In our marketing-oriented economy, it is becoming increasingly 
important for the marketer to understand consumer motivation. 
With an abundance of goods from which to select, the consumer 
seldom has to settle for products which are second rate. As social 
creatures, consumers are strongly influenced in their buying de¬ 
cisions by the social environments of w'hich they are parts. The 
marketer can ill afford to ignore the social influences on con¬ 
sumer motivation, and the executive who capitalizes on this 
knowledge should reap benefits in terms of sales volume, profits, 
and growth in both sales and profits. 

9UISTIONS AND FROILIMS 

1. Are psychological and sociological motives within the indi¬ 
vidual likely to be in conflict at times? If so, how would such 
conflicts affect the marketer? 

2. When an individual is a member of several peer groups, are 
his consuming activities likely to be affected equally by all 
groups? Please explain. 

3. Does membership in a peer group result in conformity in the 
actions of its members? Does this have implications for mar¬ 
keting? 

4. Would you conclude from what sociologists know about 
masses that there is no such thing as a mass maricet? Why or 
why not? 

6. Try to enumerate five products pretty clearly related to the 
lower class, the middle class, and the upper class, respec¬ 
tively. 

6. How might Warner’s six-class structure be more useful to 
a marketer than the ordinary three-class structure? 
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7. Do you think that the decline in the importance of the auto¬ 
mobile as a status symbol in the United States indicates a 
decreasing importance attached to status symbols by Ameri¬ 
can society? Discuss. 

8. Would you agree that social mobility is an important prop 
to consumption in the United States? Why or why not? 

9. Minority racial and ethnic groups in the United States gen¬ 
erally perceive promotion and products in a different light 
and, thus, require different marketing treatment. Comment 
on this statement. 

10. In American society, the housewife has become the primary 
purchasing agent for the family. Is it safe to assume that, 
with this greater responsibility for buying has gone an in¬ 
creased authority to make buying decisions? 

11. Individuals with high opportunity costs for leisure offer the 
best potential market for goods. Please explain. 

12. The rapidly increasing importance of fashion in men’s cloth¬ 
ing presents an excellent example of how competent mar¬ 
keters can foist on the public something it does not want. 
Comment. 

13. Comment on the statement that fashion is the pursuit of nov¬ 
elty for its own sake. 

14. Why do you suppose some products have status connota¬ 
tions and others do not? Which group might be easier to sell? 



LEGAL 

RESTRAINTS 

10 


As we have emphasized, no marketing decision-maker 
ever enjoys complete freedom; many uncontrollable fac¬ 
tors—economic, psychological, and sociological—limit his 
freedom in choosing among different courses of action. 
In addition to these limits there are the legal restraints. 
Frequently, the decision-maker finds that certain alterna¬ 
tives have to be discarded because they are either plainly 
illegal, or at least of doubtful legality. In this chapter, 
we will examine the principal legal restraints on market¬ 
ing decision-making. 

Our focus will be, primarily, on the ways the law limits 
the marketing decision-maker. Some laws, however, legal- 


213 



314 THE MABKETINO ESNVlBONMrarT 


ise actions which would not otherwise be possible. For example, patent 
law protects a manufacturer for a period of time from having his product 
duplicated by competitors. Similarly, a manufacturer may register his 
trade-mark with the United States Patent Office and receive a degr^ 
of legal protection against others using or "adapting" it. In these and a 
few other instances, the law actually widens the scope within which mar¬ 
keting decisions can be made. However, th^ are the exceptional cases, 
for the law generally narrows this range. 

WHY LEGAL RISTIIAINTS ON MARKETING? 

Most of the legal restraints placed on marketing have come about because 
of the desire of law-making bodies to preserve competition. Business 
competition is one of the cornerstones of any free enterprise economy. 
It serves as a sort of natural protector of the public interest by forcing 
individual enterprises to produce and market those goods and services 
most in demand and, if competition functioned perfectly as an economic 
regulator, at prices just sufficient to cover costs. Although such com¬ 
petition, called “pure competition" by the economist, has probably never 
existed, either in the United States or anywhere else, the benefits of 
competition are, as supposed in economic theoiy, sufficiently important 
that a high degree of competition is considered desirable. Keeping the 
level of competition as high as possible has long been considered a neces¬ 
sary and proper function of government. Generally speaking, the gov¬ 
ernment has not intervened except where business activities tended to 
cause competition to break down or disappear. This philosophy was 
summed up by a former chairman of the Federal Trade Commission: 

... The instrument devised to snip the tentacles of monopoly was the anti¬ 
trust laws. Instead of transferring economic power from one monolith to 
another, a method was invented to promote dispersal of power among pri¬ 
vate entrepreneurs. The major premise of antitrust is an unshakable belief 
in the efficacy of a competitive, free enterprise economy. The ideal to be 
reaUzed is unlimited opportunity for entry into the market place, unlimited 
opportunity for self-development, and the resolution of economic issues by 
the unchecked exercise of free market forces.' 


The Law and Marketing Dedsiont 

The relationship of the law to the making of marketing decisions is often 
very vague. Law is actually a complex of limitations coming from a 
number of different sources. Not only are there both federal and state 
law-making bodies, but courts at both levels which,, in rendering judicial 

1E. W. Kintuer, “How Much Control Can Busioew Endure?” Journal af Marhatint, 
Vol. 29, No. 5 (July IMl), p. 3. 
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interpretations, set precedents for decisions in further cases. Courts 
reach their decisions not only on the basis of statutory law but also ac¬ 
cording to the common law, which itself evolves over time as the cumu¬ 
lative result of court decisions on matters for which statutory law either 
provides no guidance or leaves room for differences in interpretation. 
Furthermore, some governmental agencies (for example, the Federal 
Trade Commission or the Food and Drug Administration) are charged 
with administering various pieces of legislation, while others (such as 
the Antitrust Division of the United States Department of Justice or 
the Federal Trade Commission) carry out the enforcement provisions 
of these pieces of legislation. Small wonder, then, that lawyers are reluc¬ 
tant or unable to state what “the law" is in every possible situation. 
One legal expert comments on this matter in these words: * 

We do not have, as some may think, a complete set of rules, exact in every 
detail, ready to be applied to any situation that may arise. Legal reasoning 
involves the fitting of a particular situation into the fabric of legal history. 
To do this requires consideration of several questions. Has there been a simi¬ 
lar situation in the past? If so, how was it treated? Has there been any 
change in treatment through legislation? Despite apparent similarity, are 
there any significant distinctions between the present situation and those of 
the past? If there have been no similar situations in the past, have there 
been analogous situations? If no analogous situations have arisen, is there 
any legislation that may be applicable? What Ls the intent, meaning, and 
scope of such legislation? Has there been any extra-judicial writing on the 
subject? Are there any general or basic principles or concepts that may be 
applied? What effect will a decision in this matter have upon the future? 
It is difficult to say that any one item is of greater importance than any 
other. Whatever may shed light on the matter to be decided is considered 
before a final determination is reached. 

So, in most instances, the law provides no clear-cut guides for mar¬ 
keting decision-making. It is convenient to think of the body of law as 
constituting the “rules of the game," but the rules are subject to differ¬ 
ences in judicial and administrative interpretation and are almost con¬ 
stantly changing. Furthermore, the vigor with which different aspects 
of the law are enforced varies both with the budget of the enforcement 
agency and with the strategy that agency chooses to pursue. It is not 
surprising, then, that the legal implications of specific marketing deci¬ 
sions are often difficult to predict. 

One government agency, however, the Federal Trade Commission, 
has been outstanding in its efforts to provide marketing decision-makers 
with some clarification of the laws it administers and enforces. Histori¬ 
cally, the FTC has sponsored trade practice conferences to serve this 


8W. Zd«ioiyer, Legal KeatoHitig (Englewood Cliffs, N.J.; Prentiec-Hsll, 1960), pp. 
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purpose. The outcome of such a conference, to which all known members 
of a particular industry are invited (manufacturers, wholesalers, retail¬ 
ers, and other interested parties), is a set of trade practice rules designed 
to eliminate and prevent, on a voluntary and industry-wide basis, trade 
practices and methods of competition and business behavior which con¬ 
stitute violations of laws administered by the commission. By mid-1960, 
trade practice rules had been formulated by 164 different industries. 
The other chief means used by the FTC to provide clarification of the 
laws it administers and enforces has been the publication and wide¬ 
spread circulation of various guides illustrating what is legal and illegal. 
Reference is made to several of these guides later on in the chapter. 

The following discussion is organized around the five main decision 
areas in marketing w'hich are most affected by legal restraints; com¬ 
petitive action, product, price, distribution channels, and promotion. 
Our intent is to provide marketing decision-makers with some apprecia¬ 
tion of the legal boundaries, however vague and even ill-defined they 
may sometimes be, within which certain decisions must be made. In ap¬ 
praising the legal implications of any specific marketing decision, man¬ 
agement should consult competent legal counsel. 


eOMFITITIVC ACTION 

Many marketing decisions have, purposely or not, considerable impact 
on competitors. In fact, nearly every marketing decision has at least 
some effect on competition. This is certainly inherent in most decisions 
on those marketing areas discussed in succeeding sections of this chapter 
—decisions on products, prices, distribution channels, and promotion. 
Our concern at this point, however, is with the sort of decisions which 
may directly affect competition and possibly expose the company to 
prosecution under the antitrust statutes. 


Decisions Involving Expansion 

Decisions involving expansion, particularly if the company is already of 
substantial size, should be made only after taking into account the pos¬ 
sibilities of antitrust prosecution; the legal danger is that the company 
may be charged with unlawfully monopolizing or attempting to monopo¬ 
lize a market. There are only two avenues of corporate growth—one 
through gradual, natural expansion, the other through merger with or 
acquisition of other firms. Either may lead eventually to antitrust prose¬ 
cution but, historically at least, lawmakers and enforcement agencies 
have shown greater interest in the merger or acquisition route than in 
the natural expansion route. 

Legal restraints on growth have gradually become more restrictive. 
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The first piece of federal antitrust legislation, the Sherman Antitrust Act 
of 1890,® in its Section* 2, declared monopolization or attempts to monopo¬ 
lize illegal. Various difficulties in enforcing the Sherman Act, together with 
certain judicial setbacks suffered by the government, resulted in the en¬ 
actment of the Clayton Antitrust Act in 1914.* Section 7 of the Clayton 
Act prohibited a corporation from acquiring stock in a competing cor¬ 
poration in the same industry or line of commerce, and prohibited a 
holding company from acquiring the stock of two or more competing 
corporations whore such acquisition wouhl substantially lessen compe¬ 
tition, or restrain commerce, or tend to create a monopoly. At this point, 
the law still did not prevent corporate merger through the acquisition 
by one corporation of the assets of another, or (»f several competitors. 
In 1960, Section 7 of the Clayton Act was amended by the Cellcr-Ke- 
fauver Antimerger Act,'"’ which aimed to block this method of corporate 
growth through the acquisition of assets. 

Not every corporate merger or consolidation is illegal—only those 
which may have the defined adverse effect on competition. In short, any 
acquisition or merger is illegal if its effect is "substantially to lessen 
competition, or to tend to create a monopoly.” Such aequi.eitions or mer¬ 
gers may be horizontal (with competitors!, vertical (with suppliers or 
customers), or conglomerate (with concerns producing entirely different 
products or marketing them in quite different markets). Lessening of 
competition means, in general, a decrease in competition or a foreclosure 
of competitors from the market. In other words, when competition is 
lessened, monopoly power exists. 

Monopoly power has been generally defined by the courts to consist 
of the power to control prices or the power to exclude competition— 
with strong emphasis on the word "power.” This is what the govern¬ 
ment attempts to prove in prosecuting alleged violations of Section 7 
of the Clayton Act as amended by the Oller-Kefauver Antimerger Act. 
It does not have to prove intent, i.c., that the corporation acquiring 
stock or assets intended to lessen competition or to create a monopoly.® 
All that the government has to show is tliat there is a reamnable proba¬ 
bility that the acquisition will have the prohibited lessening effect on 
competition. 

The issues to be determined in an action challenging the legitimacy 
of an acquisition include the line or lines of commerce (i.e., the type of 
business or the product involved) and the section or sections of the 
country in which the effects may be felt or the "area of effective com- 


8 2« SUt. 209, Chap. 647. 

4 38 8t«t. 730, Chap. 323. 

S64 Stat. 1125. 

6 VM. V. E, 1. 4h Pont de Nemoun and Co., cl ol. (U.S. Sup. Ct. 195T) 353 U.8. 586. 
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petition." ’ Thus, the outcome often turns on the particular definition of 
“share of the market” which the court accepts. The share-of-the-market 
concept obviously combines both the question of the type of business 
or the product involved, and that of the geographic market areas in 
which competitors vie for sales. In the famed Cellophane case, the issue 
boiled down to whether du Pont was competing in the cellophane market, 
where it had approximately 75 per cent of the market, or in the “flexible 
wrapping materials” market (which includes not only cellophane but 
even such items as wax paper and gift wraps), where the company had 
less than 18 per cent of the total business.® In a case over the proposed 
merger of two steel companies, Bethlehem Steel Corporation and Youngs¬ 
town Sheet and Tube Company,® it was established that any geographic 
market area where two companies “have in the past made sales” or 
“where potentially they could make sales and where buyers could rea¬ 
sonably turn to them as alternative substantial sources of supply” was 
a relevant market area for use in judging the potential effects on com¬ 
petition. 

The merger or acquisition route to expansion is fraught with legal com¬ 
plications, but companies which choose to take the natural growth 
route also have their problems. Once a company has achieved substan¬ 
tial size, and as it gains an increasing share of the market, manage¬ 
ment begins to fear the possibility of adverse government action.^® 
There is little question but that in such a company, out of fear of gov¬ 
ernment action, there is often a tendency to hobble the competitive 
skills at management’s command. Mr, George Romney, ex-president of 
American Motors Corporation, proposed a possible solution to this di¬ 
lemma: 

... the antitrust laws should provide that when any one firm in a basic 
industry, such as the automobile business, exceeds a specific percentage of 
total industry sales over a specified period of time, it shall be required by 
law to propose to an administrative agency a plan of divestiture that will 
bring its percentage of sales below the specified level. Where a firm is en¬ 
gaged in more than one basic industry, the maximum percentage of total 
industry sales should be fixed by law at a point lower than the percentage 
to be fixed for companies operating in only a single basic industry. Where 


f V.S. V. Bemehern 8 U 9 I Corp., et al. (D.C. N.Y. 1958) 157 F. Supp. 877. 
a Ultimately, the court decided that the relevant market was that for all flexible 
wrapping materiala and du Pont waa acquitted. See: UJB. v. JB. I. du Pont do No- 
moioro and Oo., 76 S.Ct. 994 (June 1956). 

9 Op. eit. 

to G. Romney, “Toward Economic Freedom— A Plan for Coping with Bigneae,” Buoi- 
fieta Barioono, Vol. 2, No. 2 (Summer 1959), p. 26. 

tt Testimony in “Adminiatered Prices,** hearing before the Subcommittee on Anti* 
truat and Monopoly, Committee on the Judiciary, UB. Senate, 86th Congri^ 2Qd 
Beaaioa, 1958, pt. 6, pp. 2887-2889. 
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a company is engaged in more than one bade industry, its competitive pod- 
tion is strengthened and it is able to dominate a single market with a lower 
I^rcentage. This results from its ability to concentrate its resources on a 
dngle industry or product at any time and to expand its market pcwition 
by relying on earnings from its other activiti^K. 

This proposed amendment of the antitrust laws would have a number of 
advantages: 

1. It would promote and preseiv'c adequate competition. 

2. The companies affected, not the Government, would have the oppor¬ 
tunity to originate the method of compliance. 

3. Achievement of the sales percentage requiring a split off or “birth” 
would become evidence of economic success. 

4. Competitive effort and growth would be encouraged, not restrained. 

5. Instead of making mere size itself an offense, the test under the law 
would be based on the size of a company in relation to that of its com¬ 
petitors. In big industries there would be big companies. 

6. An adequate number of companies in each basic industry would be 
assured. 


Decisions Requiring Cooperative Relations with Competitors 
Most marketing decisions involving any sort of cooperative relationship 
with competitors should be entered into only with an acute consciousness 
of the antitrust laws. Particularly vulnerable to antitrust prosecution 
are price agreements with competitors, for under the law they are illegal 
per se. This means, in effect, that the courts will condemn them without 
considering any mitigating circumstances which may have caused them. 
A variety of pricing practices involving combinations of or conspiracies 
among competitors are considered illegal. It is not only illegal for com¬ 
petitors to fix prices among themselves, but also for them to agree upon 
uniform terms of sale. It is illegal for competing firms to use the 
same basing-point system in making price quotations, i.e., to compute 
delivered-price quotations all from the same shipping point or points; 
the effect of a basing-point system used by two or more competitors is 
that all sellers’ prices are uniform to any one buyer, regardless of his 
or their geographical locations. .Collusion among bidders is another pric¬ 
ing practice strictly prohibited and fairly frequently the subject of court 
action. Any management is '’skating on thin legal ice” when it permits 
itself to be drawn into any sort of pricing arrangement with competitors 
—even the exchange of price lists among competing firms has been held 
to constitute evidence of illegal collusion. 

Many other cooperative relationships with competitors are just as 
likely to result in antitrust prosecution. For instance, in tile womms*s 
dress industry, a combination of designers, manufacturers, converters, 
and dy^ used restrictive lEiales agreements with retailers to prevent other 
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manufacturers from copying designs for sale at lower prices. Although 
the intent of the combination was to prevent “style piracy,” the court 
ruled that the agreement was illegal since the means used to gain this 
end went against federal law.** In another case, manufacturers of street 
lighting equipment were enjoined by a conspnt decree (an agreement en¬ 
tered into as an alternative to prosecuting) from conspiring to divide 
among themselves manufacturing or sales territories, customers, or dis¬ 
tribution channels, among other practices.*^ In still another case, manu¬ 
facturers of soda ash were enjoined in a consent decree from acquiring 
or threatening to acquire excess productive facilities not intended to be 
used by them, but effective as a threat against competitors and discour¬ 
agement of prospective entrants into the field.*** These illustrations should 
emphasize the necessity for considering the antitrust implications of any 
decision which, to be carried out, would require the cooperation of com¬ 
petitors. 


Decisions on Competitive Tactics 

The law has limited the tactics a company can use in fighting a com¬ 
petitor. It has been held illegal, for example, for a company to mis¬ 
represent or disparage a competitor’s products, its methods of doing busi¬ 
ness, or its financial standing and reliability. It is also illegal to cut off 
a competitor’s source of supply, whether by individual effort or in col¬ 
lusion with others. In one court case, for example, the use of special 
contracts as a device to sell oranges to favored processors at a sub¬ 
stantially lower price, where the seller controlled 70 per cent of the avail¬ 
able oranges and had the power to set prices, was held unlawful since 
the effect was to exclude a complaining processor from competition.*® 

DECISIONS ON PRODUCTS 

There are several main reasons why legal restraints have been imposed 
on the making of certain product decisions. Some restraints came about 
as side effects of the legislative effort to preserve and maintain a high 
degree of competition in the economy as a whole. Other restraints trace 
to the legal protection afforded individual concerns against having their 
products duplicated by others. And still other restraints exist because 
of the desire of lawmakeis and governmental agencies to protect the 


liFashiem Oriffinatory Guild of America, Ine., et al. v. F.T.C., CCH, Trade Cases 
(1940-1943), Par. 56.101. 

'iiDM. V. General Electric Co., et al. (D.C. Ohio 1962>, CCH, Trade Cases (1952), 
Par. 67,301. 

M (7.5. V. Solvav Process Co., et al. (D.C. Kansas 1944), CCH, Trade Cases (1944- 
1945), Par. 57,229. 

1# Sunkisi Growers, Ine. v. Winekler d Smith Citrus Products Co., CCH, Trade Oases 
(1960), Par. 66,823. 



LEGAL RESTRAIK'ns 221 


interests of consumers. In operational terms, these restraints affect de¬ 
cision-making with respect to adding new products, product design, prod¬ 
uct quality, and information included on the product label. 

New Product Addition 

Decisions on new products may be equivalent to the decisions on ex¬ 
pansion discussed earlier. If a new-product decision is tied to a decision on 
a merger with or an acquisition of another firm, the provisions of the 
Celler-Kefauver Antimerger Act will, of course, apply. Such a merger 
or consolidation is illegal, if it ?nni/ tend to "substantially lessen com¬ 
petition or tend to create a monopoly.” Similarly, if a new-product de¬ 
cision requires the purchase of certain assets from amdher firm, i.e., 
without actually merging or consolidating with that firm, there may be 
antitrust prosecution on the grounds that tliis may have an adverse ef¬ 
fect on competition. Existence of these restraints strongly suggests that, 
from a legal standpoint, the safest way of securing new products is 
through their origination in the firm’s own research and development 
program. 

Product Design 

Decisions on product design arc subject to restraints imposed by patent 
law. The holder of a design patent is protected against others using his 
design during the term the patent is in force, which may be for 3H» 7, 
or 14 years. Patents initially granted for terms of 3 V 2 or 7 years are 
renewable, but may not be in effect for more than 14 years in all. During 
the time a design patent is in force, its holder enjoys what is, in es¬ 
sence, a monopoly over its use. If he wishes, he may license others to 
use the patent receiving royalty payments in return, but, except in rare 
instances, he is under no legal compulsion to do so. Thus, the law keeps 
a firm from designing a product that is “similar” to one made and pat¬ 
ented by a competitor. (A product is considered "similar” if consumers 
consider its design or outward api)earance to be the same as that of an 
established product.) Patent law is extremely complicated, especially 
in the matter of what constitutes an "illegally similar” product design. 
Therefore, in deciding on product design, management does well not 
only in guarding against copying competitive designs, but in retaining 
the help of competent patent attorneys. 

Product Quality 

In some product areas, the law limits the discretion enjoyed by manage¬ 
ment in making decisions on product quality. The Food, Drug, and Cos¬ 
metic Act,'® for instance, enacted by Congress in 1938, authorizes the 


16 52 Stat. 1046. Chap. 3. 



222 THE MABKFriNO ENVIRONMENT 


Food and Drug Administration to establish minimum quality standard! 
for food products. The act also gives this agency the power to fix stand¬ 
ard grades for specific kinds of food products and, as a result, many of¬ 
ficial grade definitions have been published including ones for most canned 
fruits and vegetables. Packers are not forced to affix the official grade 
designations to their products, but they are legally required to keep prod¬ 
uct quality as high as the ‘‘identity standard” (the standard set up for 
the relevant official grade). This act also prohibits the adulteration and 
sale of any food, drug, therapeutic device, or cosmetic that may en¬ 
danger public health; the law defines what constitutes adulteration within 
each of these product classes. There are, in addition, numerous state 
and local laws relating to the quality of individual products such as 
milk, cheese, and cream. 


Product Laboling 

Special laws, applicable to some industries, regulate the nature and con¬ 
tent of the information which must be included on the product label. 
For products coming within the regulatory authority of the FDA, the 
label must identify the manufacturer or distributor, describe the con¬ 
tents of the package, reveal the quantity in the package, and state a 
warning if the product is dangerous to use or habit-forming. If a prod¬ 
uct is a flammable fabric, the Flammable Fabric Act^^ requires that 
there be a warning to that effect. 

The Textile Fiber Products Identification Act of 1958,^® enforced 
by the Federal Trade Commission, specifies that products containing 
natural or artificial textile fibers intended for sale to ultimate consumers 
must be tagged or labeled to show: (1) the generic name or names (i.e., 
names actually descriptive of the fibers) of the fibers contained (for any 
fiber which constitutes five per cent or more of the total fiber weight of 
the product); (2) the percentage of each fiber present, and (3) the coun¬ 
try of origin, if the fiber is imported. Furthermore, the name of the 
manufacturer or other concern marketing the product must appear on 
the label. Similar labeling requirements for wool and fur products are 
contained in the Wool Products Labeling Act (1939) and the Fur 
Products Labeling Act (1959).*® Sellers who fail to comply with these 
labeling requirements are charged with misbranding. 

In all industries not covered by the special laws noted above, the 
FTC maintains a constant watch for instances of misbranding. Mis¬ 
ti 67 Stat. Ill, Chap. 164, Seca. MS. 

18 72 Stat. 1717. 
i»64Stat. 1128, Chap. 871. 

80 65 Stat. 175. Chap. 298. 
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branding ^erally means some form of misrepr^ntation on a label 
as to the composition, oroperties, or origin of the product. So, to comply 
with the law, a label must be accurate and complete in all essential details. 

State and local laws also contain provisions regarding the quality and 
labeling of specific products. For example, the Florida Citrus Commission 
enforces certain quality standards for such citrus products as chilled 
orange juice sold in paper cartons. During certain seasons of the year, 
the oranges available do not produce juice with enough solids to meet 
the commission’s standard. The standard can be met, however, by add¬ 
ing sugar to the juice; but, when this is done, the commission requires 
the packer to label the product “substandard.” The courts have held 
that this regulation is necessary to protect the consuming public against 
deception.*^ 


PRICI DICISIONS 

Among the most basic marketing decisions are those on pricing, and no 
class of decisions is more hedged in by legal restraints. Federal anti¬ 
trust legislation has implications for pricing for, as mentioned previouslyi 
the “power to control prices” is one of the tests applied by the courts in 
determining the existence of monopoly power. By the terms of the Clay¬ 
ton Act, the practice of discriminating in price among buyers was de¬ 
clared illegal if the effect was “substantially to lessen competition or 
tend to create a monopoly in any line of commerce.” Passage in 1936 
of the Robinson-Patman Act,*^ amending Section 2 of the Clayton Act, 
added further conditions under which companies could be charged with 
price discrimination, and outlawed certain other practices involving ne¬ 
gotiations between sellers and buyers. For most sellers, the Robinson- 
Patman Act contains by far the largest group of restraints on pricing 
decisions. Among the other laws affecting pricing decisions is legislation 
at the state level permitting resale price maintenance and forbidding 
sales below cost. In the following sections we will consider these re¬ 
straints on the making of price decisions. 


Price Discriminathn 

The Clayton Act, as amended by the Robinson-Patman Act, prohibits 
any direct or indirect price discrimination by a seller among different 
purchasers of commodities of like grade and quality, where the effect is 
to injure competition. The law prohibits price discrimination, but it does 

Florida Citrus Commissufa v. Coldon Gift, lut., 91 So. 2nd 967 (Fin. Sup. Ct., 
Oct. 11. 1969). 

22 49 Stnt. 1526, Chap. 592. 
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pennit certain diiferentiala in price. A seller may vary his pric^ among 
buyers in line with differences in costs incurred in serving them, but the 
differential legally cannot exceed differences in the cost of manufacture, 
sale, or delivery resulting from differing methods or quantities in which 
commodities are sold or delivered; moreover, the seller must be prepared 
to justify such differences if he is charged w'ith price discrimination. 
Proving that such differences are justified is extraordinarily difficult. Re¬ 
spondents in price discrimination cases have sometimes spent large sums 
on cost studies only to find that the findings “do not stand up in court.” 
As one authority puts it, “it is one thing to agree on costs among busi¬ 
nessmen where litigation is not involved, and it is quite another to make 
the kind of showing of costs which will stand up under the testing which 
it receives in a courtroom.” 

Price discriminations resulting from the attempts of sellers to meet 
competitors’ prices apparently were legalized under provisions of Sec¬ 
tion 2(a) of the Robinson-Patman Act. Charged with price discrimina¬ 
tion, many companies have based their defcn.ses on the contention that 
they were acting in “good faith” in meeting competitors’ price reduc¬ 
tions. Unfortunately, however, different courts have rendered w'hat ap¬ 
pear to be inconsistent decisions and have not spelled out clearly the 
conditions under which the “good faith” defense would be accepted or 
rejected. Consequently, it is impossible to draw definite conclusions about 
the use of this defense, but the facts seem to indicate that this portion of 
the law is of little help as a guide in making pricing decisions.“^ 

Provisions of the Robinson-Patman Act also legalize differences in 
price which result from fluctuating market prices, the threatened obso¬ 
lescence of a perishable product, or other abnormal marketing conditions. 

NON-cxJMULATivE QUANTITY DISCOUNTS. A non-cumulative quantity 
discount is a price reduction allowed a buyer for placing a single order 
for a single shipment of a given product quantity. Under the law, a 
seller must start with a basically uniform price to all comparable buyers, 
e.g., to all wholesalers. He can quote lower prices for larger orders, but 
he must make the same offer available to all comparable buyers. Fur¬ 
thermore, he must be prepared to prove that a lower price given on a 
particular size of order was justified by savings in costs of manufac¬ 
turing, selling, or delivering. The non-cumulative quantity discount, 


23 H. F. Taggart, “The Role of Cost in Public Policy Toward Business," in L. H. 
'Stockman (Ed.). Advancing Marketing EjSUciency (Chicago: American Marketing 

Association, 1959). p. 333. 

24 L. X. Tarpey, “What About the Oood-Faith Defense?" Journal of Marketing, Vol. 
25, No. 1 (July 1960), p. 65. 
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based as it is on the size of a single order and shipment, is relatively 
the easiest discount to justify under the Robinson-Patman Act. 

CUMULATIVE QUANTITY DISCOUNTS. A cumulative quantity discount is 
a price reduction allowed to a buyer who purchases a given quantity of 
a product over some specified period. It is based, in other words, on the 
cumulative purchases of a customer made within some period of time, 
usually a year. The Robinson-Patman Act does not specifically outlaw 
such discounts, but they are extremely difficult to justify in terms of 
cost savings. Suppose, for example, that customer A buys 5200,000 worth 
of goods in a year as a result of 50 calls by salesmen and the placing and 
filling of 50 separate orders, and that customer B places a single order for 
$200,000 worth of merchandise. It is easy to see that the costs of selling 
and shipping to A would be greater than they would to B, and it would 
be virtually impossible to justify a cumulative quantity discount to A 
on the basis of cost savings. This illustrates why pricing schemes which 
include cumulative quantity discounts are so vulnerable to charges of 
price discrimination. 

FUNCTIONAL DISCOUNTS. A manufacturer often sells his product to 
customers engaged in different phases of distribution. For instance, a 
manufacturer of household paper products may distribute some of his 
production through wholesalers and the rest directly to retail outlets. 
In these instances, the price to wholesalers must ordinarily be lower 
than to retailers. The wholesaler not only has expenses of doing busi- 
ness but must price the product to retailers at a low enough figure for 
them to compete with those retailers who buy directly from the manu¬ 
facturer. In this example, the discount given to wholesalers but not to 
retailers is known as a functional discount, i.e., a discount based on dif¬ 
ference in function. 

The Robinson-Patman Act is silent on the question of whether such 
discounts are legal or illegal. In determining the legality of a particular 
functional discount, it is necessary to ascertain its effect on competi¬ 
tion. If it may injure competition, it is illegal. With regard to the illus¬ 
tration in the preceding paragraph, if the wholesaler is engaged strictly 
in the wholesaling of the manufacturer’s products, and the retailer strictly 
in retailing them, and if all wholesalers are extended identical func¬ 
tional discounts and all retailers sold directly pay the same price, then 
the price differential should not have an adverse effect on competition 
and the functional discount would be legal. But where the wholesaler 
competes with the retailer in selling directly to the consumt.T—-even where 
he also makes sales to retailers—or where a customer who might be 



226 THE MABKin'lNa bnvi:k>nment 

classified as a retailer actually performs what is in some degree a whole> 
sale function—such as reselling to other retailers—^then that difference 
in price will have a tendency and capacity to injure competition and the 
functional discount is likely to be held illegal.^*^ 

‘‘dummy” brokerage payments. Before the Robinson-Patman Act 
was passed, large buyers, especially corporate chains, often obtained the 
benefits of price discrimination through the subterfuge of maintaining 
a purchasing subsidiary which operated ostensibly as a broker for pro¬ 
spective sources of supply. Such subsidiaries charged sellers the normal 
brokerage fees and passed them back to parent companies. “Dummy” 
brokerage payments of this kind were outlawed by Section 2(c) of the 
Robinson-Patman Act. In enforcing this provision, the Federal Trade 
Commission has considered brokerage relationships artificial and illegal 
when indirect control over the broker by the buyer could be proven. It 
is illegal either to receive or to pay dummy brokerage fees. Further¬ 
more, it is illegal for a seller to grant and a buyer to accept an extra 
discount in place of a brokerage fee. 

LIABILITY OF BUYERS AT DISCRIMINATORY PRICES. SectioD 2(f) of the 

Robinson-Patman Act prohibits buyers from inducing or knowingly re¬ 
ceiving the benefits of price discrimination. One recent case involved 
several automotive parts wholesalers who formed a buying association 
in order to obtain quantity discounts which they could not have obtained 
separately. Individual members of the association submitted direct and 
unconsolidated orders to suppliers who, in turn, made direct shipments 
to members. Suppliers realized no savings in shipping and order-process¬ 
ing costs and, consequently, there was no cost justification for the lower 
prices; the arrangement was judged a violation of Section 2(f).^ 


Resale Price Maintenance 

Resale price maintenance or “fair trade” refers to the legal process 
whereby a manufacturer sets the prices at which middlemen may resell 
his brand. Until the 1937 passage of the Miller-Tydings Act,^'^ amend¬ 
ing Section 1 of the Sherman Act, vertical price agreements (e.g., between 
a manufacturer and any middleman) were illegal in interstate com¬ 
merce. The Miller-Tydings Act, in effect, made it lawful for a manu- 

SSA. G. Seidtnan, "Some Aspects of the Law Concerniog Pricing," in Competitive 
’Pricing, AM~k. Management Report No. 17 (New York: American Management 
Association, Inc., 1958), p. 63. 

American Motor Specialties Co., Ine. v. F.T.C., CCH, Trade Cates (1960), PaT.«69, 
712. 

27 50 Stat. 693, Chap. 690, Title VIII. 
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facturer to enter into a vertical price agreement with resellers situated 
in states which had laws permitting resale price maintenance. By 1961, 
at one time or another, 46 states had enacted such laws— all but Alaska, 
Missouri, Texas and Vermont, and the District of Columbia- Of th^ 
acts, two (those of Montana and Utah) had been declared unconsti¬ 
tutional by upper courts, and one (that of Ohio) had been so declared 
by a lower court. 

The most controversial feature of the state fair trade acts has been the 
nonsigners’ clause. This clause permits a brand owner to sign a resale 
price maintenance contract with any dealer or distributor and, upon giv¬ 
ing notice to all dealers or distributors involved in the particular stete, 
the contract becomes binding on all parties selling the brand. By 1961, 
the nonsigners’ clause had been declared unconstitutional in 19 states, 
constitutional in 16, and was under attack in several others. 

The Miller-Tydings Act did not legalize any price fixing except that 
conforming to state laws allowing resale price maintenance. It was silent 
with respect to the legality of the nonsigners' provision in state laws. In 
the famous Schwegmann Brothers decision of 1951, the United States 
Supreme Court held that price fixing by compulsion against non-con¬ 
tracting dealers, although permitted by state acts, was a violation of 
federal antitrust laws.^* The next year, in 1952, Congress passed the 
McGuire Act,^® modifying the Miller-Tydings amendment to Section 
1 of the Sherman Act. The McGuire Act nullified the effect of the Schweg¬ 
mann decision by specifically exempting from federal antitrust prosecu¬ 
tion those fair traders who desired to enforce fair trade prices among 
nonsigners in states where such action was permitted. In addition, the 
McGuire Act (1) legalized contracts establishing stipulated prices as 
well as those prescribing only minimum prices, and (2) made it legal for 
a brand owner, where allowed by state law, to require a wholesale buyer 
to enter into a resale price agreement with his customers for purposes 
of making the established resale price effective. 

The so-called “fair trade” states vary as to whether minimum or ab¬ 
solute resale prices may be agreed upon and as to the conditions under 
which resellers are permitted to depart from the fair trade price. Whereas 
most states permit the establishment only of minimum resale prices, 15 
states also allow the setting of absolute resale prices. In most states, re¬ 
ductions from the established price are legal when the product is altered 
(e.g., a man’s suit returned by a customer), second-hand, damaged, or 
deteriorated. In nearly all states, price reductions on fair traded items 
are permitted when made by an officer acting under court order. In 15 
states (only coincidentally the same number as those allowing the setting 

28 Schiotginann Bros. €t 9l. v. Calvert Diitillere Oorp., 341 U.S. 384. 
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of absolute resale prices) reductions from the fair trade prices are allowed 
when the trade-mark, brand, or name is obliterated or removed from the 
product. 

The rise of trading stamps as a retail promotional device has had an 
impact on fair trade practice. In more than half of the states, retailers 
may not give trading stamps with the sale of fair traded items; but 
there are many exceptions to this including such populous states as Cali¬ 
fornia, Illinois, Michigan, New Jersey, and New York. Courts in some 
states have held that trading stamps are a form of cash discount, i.e., 
a reduction given to customers for prompt payment of cash. In these 
states, then, the fair trade laws are considered not violated when trading 
stamps are given along with purchases of fair traded goods.*® This doc¬ 
trine, known as the “cash discount” theory of trading stamps, is highly 
controversial and will undoubtedly continue to be challenged in the 
courts. 


Restrictions on Minimum Prices 

Minimum prices have been the subject of legislation in many states. By 
1961, Unfair Sales Acts or Unfair Trade Practices Acts, prohibiting 
sales below cost-plus-a-certain-percentage markup, have been passed in 
31 states. These are laws of general application, applying to all goods 
sold by wholesalers and retailers, and there are no requirements, as in 
the case of the fair trade laws, that the goods be branded or formal ver¬ 
tical price-fixing agreements be signed. Some of these laws, e.g., those of 
Connecticut and Wisconsin, specify minimum percentage markups over 
cost as the lowest price at which any item may be resold. The usual fig¬ 
ures are 2 per cent over the wholesaler’s cost and 6 per cent over the 
retailer’s cost, with cost being defined as the invoice cost. Arizona has 
no minimum percentage markup for wholesalers but decrees a minimum 
12 per cent markup over cost for retailers. In a few states there are no 
i^ecific markup requirements and net purchase cost is considered the 
minimum resale price. There is a provision in most state laws stating 
that the act applies where there has been “the purpose... or the effect 
of injuring a competitor or destroying competition.” It should also be 
noted that the FTC considers it to be an unfair competitive practice for 
a seller to sell below cost in order to drive out competitors. Most Unfair 
Trade Practices Acts permit sales at prices below cost for certain types 
of transactions including sales of seasonal or perishable goods, clear¬ 
ance sales, and sales to meet the legal prices of a competitor. 

More than a score of states have laws prohibiting sales below cost 

so C'of’Mttis GUua Workt v. If am Diahtar Co., Ine., and Mae'Bar Sale*, lae., CCH, 
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for specific classes of products. Alabama, Arkansas, Indiana, Maryland, 
Massachusetts, New Jersey, Ohio, and Washineton forbid either whole¬ 
salers or retailers to sell cigarettes below cost. Arkansas prohibits the 
wholesale or retail sale of liquor below cost. Louisiana outlaws below- 
cost retail sales of drug and cosmetic products. Massachusetts prohibits 
below-cost wholesale and retail sales of motor fuel. Utah forbids sales 
by manufacturers, wholesalers, and retailers of agricultural products at 
prices less than co8t-plu8-6%. 

Evidently, in some jurisdictions, it is possible to circumvent the sales- 
below-cost laws through the use of trading stamps. In Oklahoma, for 
instance, a chain grocery retailer was prevented from making price re¬ 
ductions in order to meet trading stamp competition. The Oklahoma 
Supreme Court ruled that trading stamps were a cash discount, and 
therefore could not be considered a price cut which could be met by a 
competitor. The United States Supreme Court later upheld this deci¬ 
sion.*' In Minnesota, however, several retailers were charged with vio¬ 
lating the state Unfair Trade Practices Act when they gave “bonus’^ 
stamps, or trading stamps in excess of the number regularly given, and 
the court granted temporary injunctions against the practice.** 

DISTRIIUTION CHANNiL DICISIONS 

With comparatively few exceptions (e.g., the public utilities industry), 
the law does not interfere with the manufacturer’s freedom to determine 
his own distribution channels, or to “pick and choose” from among the 
available middlemen those whom he desires as members of his channel 
team. But once buying-selling relationships have been established with 
middlemen customers, the law is concerned in a number of instances 
with the nature of these relationships. 

Many of the earlier-discussed legal restraints on marketing decisions 
also apply to decisions bearing on the manufacturer’s relations with the 
middlemen in his distribution channel. For instance, provisions of the 
Celler-Kefauver Act determine the legality of a vertical merger of a 
manufActurer with one of his customers. The legality of the merger would 
depend on whether there was a reasonable probability that competition 
might be adversely affected—^i.e., either with other manufacturers or 
with businesses that formerly competed with the customer. Similarly, 
inasmuch as price decisions strongly influence the relationship^ of buyers 
and sellers, nearly all the discussion of such t<^ic8 as price discrimina- 

nSaftteau Storet, Ine., v. Oklahoma IUt»a Oroeert Aiaoeiation, Inc., 79 8. Ct. llSi 
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tion and resale price maintenance would apply wiUi equal force here. 
We leave it to the reader to think through such legal restraints as those 
imposed by the Robinson-Patman Act, the state Fair Trade Laws, and 
the McGuire Act, and to determine for himself their implications for 
decisions involving relationships with members of distribution channels. 

There are other legal restraints bearing on the manufacturer’s relation¬ 
ships with middlemen which have not yet been discussed. These are ex¬ 
amined in the following paragraphs. 


Exclusive Dealing 

The term “exclusive dealing” refers to an arrangement where a manu¬ 
facturer agrees to permit a dealer to handle his product only if the dealer 
consents to buy all his requirements for this type of product from the 
manufacturer and none whatever from competing suppliers. Generally 
speaking, any contract with a buyer requiring him to buy all his needs 
from one supplier is illegal.®* But, as ever, it is a necessary condition 
for illegality that competition be impaired or threatened. This condi¬ 
tion is practically always present and relatively easy to prove, for the 
effect of exclusive dealing is necessarily the foreclosing of competitors 
from selling to dealers who have signed an exclusive dealing contract 
with a supplier. The Federal Trade Commission prosecutes exclusive 
dealing arrangements under Section 3 of the Clayton Act, which pro¬ 
hibits exclusive dealing when the effect is “to substantially lessen com¬ 
petition or tend to create a monopoly in any line of commerce.” While 
a dealer may entirely on his own volition decide to buy from only one 
supplier, existence of a formal contract to that effect is likely to be con¬ 
strued as evidence that the supplier applied unlawful pressure in forcing 
the decision. It is also illegal for a supplier to refuse to sell to a dealer 
who stocks competitive products, if that dealer has previously handled 
the supplier’s brand; it is up to the dealer involved, in such cases, to de¬ 
cide whether or not to continue dealing with the competition. 

Tying Contracts 

Section 3 of the Clayton Act also prohibits the tying coni^act, a device 
closely related to exclusive dealing. A tying contract involves the sale 
or lease of products on condition that the purchaser or lessee buy or 
use certain other goods that the seller or lessor offers to supply. For 
a manufacturer to make effective use of either exclusive dealing or tying 
contracts, he must possess powerful leverage with respect to at least some 


M UJS. V. AmerkfM Optioel Oo,, et at. (DC Ill. 1951), CCH, Trade OasM (1950411), 
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of the goods offered for sale, as happens, for instance, when a manufac* 
turer markets a brand so strongly preferred by consumers that dealers 
do not dare refrain from stocking it. Conversely, the dealer or distrilm- 
tor restricts his own freedom to buy elsewhere when he agrees not to 
handle competing products, or to buy some items he would not otherwise 
buy; therefore, he must be in some way compelled to surrender this 
freedom. Ordinarily, the supplier has the bargaining power when he en¬ 
joys a partial monopoly over the supply of some particular product.** 
In other words, a manufacturer must use monopoly power as a lever to 
gain greater monopoly power if he is to make effective use of either ex¬ 
clusive dealing or tying contracts. Thus, the effect is substantially to 
lessen competition, in violation of Section 3 of the Clayton Act.*® 

Automobih Dealers Franchise Act 

The Automobile Dealers Franchise Act,*® passed by Congress in 1956, 
is concerned specifically with certain aspects of manufacturer-dealer re¬ 
lations in the automobile industry. The stated purp<5se of this law is “to 
balance the powers now heavily weighted in favor of automobile manu¬ 
facturers, by enabling franchised automobile dealers to bring suits in 
the district courts of the United States to recover damages sustained by 
reason of the failure of automobile manufacturers to act in good faith 
in complying with the terms of franchises or in terminating or not re- 
newin'g franchises with their dealers.” “Good faith” is defined as the 
duty to act in a fair and equitable manner so as to guarantee freedom 
from coercion, intimidation, or threats of coercion or intimidation. This 
law is said to assure an automobile dealer an opportunity to secure a 
judicial determination, irrespective of the terms of the franchise which 
in the past sometimes ruled out recourse to judicial determination, as to 
whether an automobile manufacturer has failed to act in good faith in 
performing or complying with any of the provisions of his franchise or 
in terminating, cancelling, or not renewing his franchise.*’ The automo¬ 
bile manufacturers may find consolation in the fact that this statute also 
requires that the franchised dealers act in good faith. 

Manufacturers in other industries, especially those making extensive 
use of distribution through franchised dealers, may well ponder the sig¬ 
nificance this legislation has for them. Is it a forerunner of similar statutes 
to come? Is it a piece of “handwriting on the wall”? Perhaps they should 

84 o. W. Stocking and M. W. Watkina, Monopoly and Free Enterprise (New York: 
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eotudder Beriousljr the comments of a distinguished professor of law 
who wrote the following: ** 

Nq doubt anning a dealer with the power of l^al complaint if his franchise 
is terminated without cause flies in the face of competition’s traditional re]i> 
ance on freedom of customer selection and rejection. But if the lae« designed 
to enforce competition cannot prevent centers of dependence, if bargain 
has to such an extent given way to ultimatum, then otlMr avenues of redress 
will be found. 


Maintaining Resala Pricas in Absence of Fair Trade 
Manufacturers sometimes get into legal difficulties when they attempt 
to “police” resale prices of their products in areas where they do not have 
lawful resale price maintenance agreements in effect. For instance, a 
pharmaceutical company set out, in 1956, to maintain resale prices in 
the District of Columbia, which has never had a fair trade law, and in 
Virginia, which had no fair trade law at the time, by refusing to sell to 
those who would not cooperate. The court held that it was illegal for the 
company to refuse to deal with wholesalers as a method of persuading 
them not to supply the company’s products to retailers w'ho departed 
from the suggested prices.** Thus, we might generalize and say that mar¬ 
keters should be extremely hesitant in taking any action to force mid¬ 
dlemen to adhere to suggested prices and especially so in the absence 
of legal fair trade agreements. 


PROMOTION DICISIONS 

Of all the promotion decisions, those on advertising are most affected by 
legal restraints. Advertising has received more attention from lawmaking 
bodies and enforcement agencies than has personal selling, probably be¬ 
cause advertising exposes itself to large audiences whereas personal selling 
generally does not. Furthermore, advertising, whether printed or spoken, 
is recorded in publications and the logs of television and radio stations 
where it may be inspected later by public authorities. There are no such 
comparable records of personal selling presentations. This does not imply 
an absence of legal restraints on the management of salesmen. Far from 
it, but these particular legal restraints are so extensive and general in 
their application, applying to all personnel and not just to salesmen, that 
they are more properly treated in such books as Professor Dow Votaw’s 
Legal Aspects of Business Administration.*'* In the following paragraphs, 

*88 K. Brewflter, Jr., "The Corporation and Economic Federalism," in B. 8. Mason 
(Ed.), The Corporation in Modem Society (Cambridfe: Harvard University Press, 
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then, Uie legal restraints treated are concerned mainly with advertising 
decisions and the closely related field of sales promotion. 

Fo/se Advwtising 

The Wheeler-Lea Act/^ a 1938 amendment to the Federal Trade Com- 
mismon Act of 1914, expanded the earlier law-’s prohibitions against “un¬ 
fair methods of competition” to prohibit also “unfair or deceptive acts 
or practices.” Under both pieces of legi.slation. the FTC is responsible 
for preventing false and deceptive advertksing. The Wheeler-Lea Act 
specifically outlaws the dissemination of any false advertisement to in¬ 
duce the purchase of food, drugs, devices, or cosmetics. 

The Wheeler-Lea Act also strengthened the FTC’s enforcement pro¬ 
cedures. It gives the FTC the power to obtain a temporary injunction or 
restraining order prohibiting the circulation of a false advertisement with¬ 
out the lengthy delay so characteristic of obtaining such injunctions and 
restraining orders. Furthermore, if the falsely-advertised product is in¬ 
jurious to health, the commission has the power to ask the Attorney Gen¬ 
eral to initiate criminal proceedings against the advertiser. 

The FTC attacks false and misleading advertising on a broad front. 
This is shown by its accomplishments in 1960 which included, among 
others, the following: complaints issued against the makers of seven well- 
known products who were alleged to have resorted to camera trickery or 
to have not disclosed significant facts in their television commercials; 
proceedings instituted against sellers of corneal contact lenses whose ad¬ 
vertising claimed that any person could wear them without discomfort; 
actions taken against sellers of reconditioned television picture tubes 
whose advertising either implied or claimed the tubes were new; and at¬ 
tacks made on corresfmndence schools for engaging in misleading adver¬ 
tising on the general theme of money-making opportunities for graduates 
of such schools. Also in 1960, the FTC made progress in its effort to 
secure voluntary compliance with the law through issuing and giving wide 
distribution to a publication titled “Guides Against Deceptive Advertising 
of Guarantees.” ■*- 


Baif Advrfiting 

Bait advertising, simply defined, is advertising under false pretenses. The 
FTC considers bait advertising “an alluring but insincere offer to sell a 
product or service which the advertiser in truth does not intend or want 
to sell.** Its purpose is to attract consumers interested in buying the ad¬ 
vertised product, in order to sell them a substitute product, usually at a 
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higher price or on a basis more advantageous to the advertiser. Thus, the 
chief aim of a bait advertisement is to obtain leads on persons interested 
in buying merchandise of the general type advertised. The FTC prosecutes 
bait advertisers as engaged in ^‘deceptive acts” and, as part of its attempt 
to discourage the practice, has provided advertisers with a number of- 
guides against bait advertising. Several states, including New York, have 
also enacted statutes prohibiting bait advertising. 

DecephVe Price Advertising 

The FTC has been especially active in seeking to prevent the advertising 
of deceptive prices. While the commission has prosecuted dishonest price 
advertisers at an ever-increasing rate, it has provided advertisers with 
enough of the basic ground rules to encourage widespread voluntary avoid¬ 
ance of deceptive price advertising practices. In 1958, the commission 
issued its “Guides Against Deceptive Pricing” and distributed this publi¬ 
cation to thousands of businessmen with the cooperation of Better Busi¬ 
ness Bureaus everywhere. Typical of the practices this publication warns 
advertisers to avoid are these: advertising that an item is being sold at 
a reduced price if the former price was artificially high; advertising a 
special “sale” price when there has been no actual price cut from the 
seller’s customary price nor a saving from the regular price in the trading 
area; advertising “two-for-one” sales unless the price for the two articles 
is the seller’s usual retail price for the single article or its usual price in 
the trading area; advertising “half-price,” “60% off,” or “one cent” sales, 
unless the representation is factually true; advertising products as being 
sold to consumers at “factory” or “wholesale” prices unless they are actu¬ 
ally being offered at the same price that retailers regularly pay and are 
less than customary retail prices for the article in the trading area; and 
“pre-ticketing” an article with any price figure greater than the price at 
which the article is usually sold in the area where the product is offered 
for sale. 

Most deceptive price advertising has been by middlemen rather than by 
manufacturers. However, some manufacturers, occasionally at least, have 
made it easy for retailers to “fail into” deceptive price advertising prac¬ 
tices. One, for instance, put a “list price” of $79 on a piece of shop equip¬ 
ment when, in actuality, retailers ^ught the item at $6.95 and sold it at 
$9.95. A second offered dealers their choice of several price tags for the 
same product in order that they might tailor their discount policies to the 
local competition. A third advertised his product nationally at a list price 
of $119.95, but priced it at $65 to dealers, nearly all of whom sold the 
product at prices under $100. According to the Federal Trade Commission, 
the law is being violated whenever the term “list price” is used to mean 
anything but the usual price at which the product is sold at retail. The 
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same applies to ptiier teims such as "manufacturer's suggested retail 
price,” "catalog price,” and "nationally advertised price.” 

Promof/ono/ AUowane^s and S0nrien$ 

Sections 2(d) and 2(e) of the Robinson-Patmsn Act are concerned wiUi 
the conditions under which a manufacturer may pay promotional allow¬ 
ances or provide promotional services to competing dealers. Section 2(d) 
provides that if a customer is offered an allowance, a discount, or some 
other form of compensation for displaying, handling, advertising, or other¬ 
wise promoting a product, then that same payment or consideration must 
be made available on proportionally equal terms to all other customers 
competing in the product's distribution. Thus, if a manufacturer offers to 
share the cost of newspaper advertising with a particular retailer on a 
50-50 basis, to comply with the law he must devise some means of making 
the same offer available on proportionally equal terras to all other cus¬ 
tomers who compete with that particular retailer. Section 2(e) provides 
that if the seller furnishes one customer with services (e.g., a retail clerk 
employed by the seller but working in the customer's store) or facilities 
(e.g., a special display fixture), then the seller must make a similar offer 
available on proportionally equal terms to all competing customers. 

These two provisions of the Robinson-Patman Act have presented man¬ 
ufacturers with some difficult problems. For instance, an effective promo¬ 
tional device for a meat packer may be to use an in-store demonstrator 
for purposes of sampling his smoked sausages in the larger chain store 
supermarkets, but how can the demonstrator's services be made available 
on proportionally equal terms to all customers competing with these 
supermarkets? One possibility is to apportion the demonstrator’s time ac¬ 
cording to the relative purchases of each competing customer, but this 
might mean too little time (e.g., five minutes) in some stores and too much 
(e.g., several days or weeks) in others. Another possibility is to offer some 
substitute service to smaller customers, but this leaves unanswered, and 
subject to easy challenge, the question of equating proportionally the 
values of the service and its substitute. The FTC, in an effort to make 
compliance less difficult, has issued “guides” defining the main terms of 
Sections 2(d) and 2(e) and illustrating acceptable and nonacceptable 
plans for providing promotional allowances and services. 


U$a of "PM's" 

In some fields, in the hosiery and glove business, for example, it is fairly 
common for manufacturers to pay PM's—variously interpreted as "pre¬ 
mium money” or "push money”—to retailers’ clerks. For instance, a 
.hosiery manufacturer’s salesmen may arrange to pay retail clerks a dime 
for every pair of the brand they sell in a given period. As long as the man- 
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ufacturer mlomis the clerks' employers in advance an(^ obtains their ccm- 
sent, there is nothing illegal about this arrangement. In the eyra of the 
FTC, it is an unfair competitive practice for a manufacturer to reward 
clerks for sales of his goods without the knowledge and consent of their 
employer. 


CONCLUSION 

From the standpoint of the marketing decision-maker, the law is 
a major uncontrollable factor limiting the power of decision. Un¬ 
like other uncontrollables—economic, psychological, and sociologi¬ 
cal—the law operates mainly to limit decision; rarely does it pro¬ 
vide opportunities to be capitalized on through marketing action. 
Some legal restraints, such as those outlawing bait advertising or 
the cutting off of a competitor's source of supply, are merely for¬ 
mal prohibitions of actions and tactics which ethical businessmen 
would avoid anyway. Unfortunately, however, not all legal re¬ 
straints are of this kind. Far from being clear-cut prohibitions, 
most leave an ill-defined and uncertain boundary between what 
is legal and what is not. For example, decisions involving expan¬ 
sion must be made with the knowledge that they may later be 
declared illegal. Other decisions, such as those requiring cooper¬ 
ative relations with competitors, may not always be illegal—^but 
they are risky for they may lead to antitrust prosecution. Society 
seems to be working toward the ideal of maintaining and, if pos¬ 
sible, extending a highly competitive business system. Imperfec¬ 
tions in the system, if not self-correcting, tend to become the 
targets of legislative action and judicial interpretation and not 
always with results which contribute to achievement of the ideal. 
Most legal restraints, then, form a significant portion of the en¬ 
vironment of uncertainty within which many important market¬ 
ing decisions must be made. 


QUISTIONS ANO MOILIMS 

1. "Business competition serves as a sort of natural protector of 
the public interest.” If this is so, why have legal restraints on 
marketing decisions been imposed? 

2. Explain the significance of the "share-of-the-market” concept 
in legal actions involving corporate mergers. What are the im¬ 
plications, if any, of the legal aspects of this concept with re¬ 
spect to a company’s marketing research activities? 

3. Do you favor or oppose Mr. Romney’s proposal that when 
one firm in a basic industry gains more than a certain per- 
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centage pf total industry sales it should be required to file a 
plan of divestiture bringing ite 8hare-of-ihe>market below 
some specified level? Why? 

4. Explain the meaning of the following terms; 

a. monopoly power 

b. basing-point system 

c. style piracy 

d. generic name 

e. functional discount 

f. dummy brokerage payment 

5. Differentiate among the following types of mergers and con¬ 
solidations: horizontal, vertical, and conglomerate. What are 
the marketing justifications, if any, for each type of merger? 

6. One part of the policy manual of a large corporation reads as 
follows: 

It is the policy of the company to comply strictly in all re¬ 
spects with the anti-trust laws. There shall be no exception 
to this policy nor shall it be compromised or qualified by 
anyone acting for or on behalf of the company. No employee 
shall enter into any understanding, agreement, plan or 
scheme, expressed or implied, formal or informal, with any 
competitor, in regard to prices, terms or conditions of sale, 
production, distribution, territories or customers; nor ex¬ 
change or discuss with a competitor prices, terms or condi¬ 
tions of sale or any other competitive information; nor en¬ 
gage in any other conduct which in the opinion of the com¬ 
pany’s counsel violates any of the antitru.st laws. 

Should such a formal written statement of policy on com¬ 
pliance with the law be necessary? Why or why not? 

7. “The law prohibits price discrimination, but it does permit 
certain differentials in price.” Explain. 

8. What is meant by the “good faith” defense? 

9. Distinguish between non-cumulative and cumulative quan¬ 
tity discounts. If a company wants to minimize the risk of 
being charged with price discrimination, which type of quan¬ 
tity discount should it use? Why? 

10. Under what conditions are functional discounts likely to be 
held legal? Illegal? 

11. Why should it be illegal (as it is) for buyers to induce or 
knowingly receive the benefits of price discrimination? 

12. The resale price maintenance laws are often called the “fair 
trade” laws. What is “fair” about them? 
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13. Do you favor the ^'nonsigners' clause” permitted by many 
state fair trade laws? Why or why not? 

14. Explain the cash discount theory of trading stamps. Analyse 
the significance of this theory for the manufacturer whose 
products are fair-traded. 

15. Compare and contrast the fair trade laws with the unfair 
trade practices acts. 

16. What is meant by exclusive dealing? Tying contracts? Under 
what circumstances is it legal for a manufacturer to use such 
devices? 

17. Analyse the extent to which the law imposes restraints upon 
a manufacturer's choice of channels of distribution and the 
conduct of his relationships with middlemen. 

18. Can a manufacturer legally refuse to deal with middlemen 
who do not agree to maintain resale prices? Under what cir¬ 
cumstances? 

19. Legal restraints appear to affect advertising decisions more 
than they do personal-selling decisions. Why? 

20. Differentiate among the following: false advertising, bait ad¬ 
vertising, deceptive price advertising. 

21. Under what circumstances may a manufacturer pay promo¬ 
tional allowances or provide promotional services to dealers? 

22. The Food and Drug Administration has published official 
grade definitions for most canned fruits and vegetables, but 
packers are not required to affix the official grade designation 
to their products. Would you favor making it compulsory for 
all packers to affix these official grades to their products? 
Why or why not? 

23. Prepare a short paper appraising the extent to which the dif¬ 
ferent types of legal restraints on marketing strengthen or 
weaken the position of consumers as participants in the eco¬ 
nomic process. 
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In previous discussion we have attempted to provide the 
foundations on which to build an analysis of marketing 
management and decision-making. Part One furnished 
background information needed for an understanding of 
marketing and marketing problems. There we discussed 
such basic topics as markets, products, functions, and 
institutions. Part Two surveyed the external marketing 
environment which, from the standpoint of the market¬ 
ing decision-maker, is composed of many complex fac¬ 
tors interacting and influencing market demand. Capsule 
reviews were provided of those economic, psychological, 
sociological, and legal factors which, even though they 
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cannot be controlled by individual firms, must be taken into account by 
marketing decision-makers. We have already referred, in these earlier 
chapters, to certain problems of marketing management and decision¬ 
making, but this was mainly to help point out the significance to mar¬ 
keting of the topics then under consideration. Throughout the remainder 
of this book, our discussion and analysis will be addressed directly to 
problems of marketing management and decision-making. 

« 

WHAT IS MANAGIMillTr 

Management is the direction of purposeful activities toward the at¬ 
tainment of pre-establishod goals. Notice that management directs, makes 
things happen—it does not merely drift with the tide. Notice also, 
that the activities management directs are purposeful ones, consciously 
planned, organized, coordinated, and controlled. Notice further that man¬ 
agerial effort is goal-directed effort. Management, if it is worthy of the 
name, “knows where it is going.” 

Management's chief concern is with activities. Some writers contend 
that management “manages people” and not activities. Our view is that 
although management must be concerned with people, it must be most 
concerned with what people do. Management must use people to per¬ 
form the activities required in the effort to reach goals. A similar line 
of reasoning applies to the management of money—management is not 
so much interested in money as it is in what money can do. Nor does 
management manage land, capital equipment, or anything else as such. 
Management directs the activities that the so-called “factors of produc¬ 
tion” are capable of performing. 

Management is accomplished through planning, organizing, coordi¬ 
nating, and controlling. All executive positions are alike. Differences 
among executive positions are largely differences in the relative empha¬ 
sis given to each of the four management functions. Planning, organizing, 
coordinating, and controlling functions are performed by both high-level 
and low-level executives, by both the company president and the district 
sales manager, for example. But the president will usually have to em¬ 
phasize the planning function a good deal more than the district sales 
manager will; on the other hand, the district sales manager will ^end 
much more time on organizing duties than the president will. 

Executive positions also differ with respect to the areas in which de¬ 
cisions are made. Marketing executives make marketing decisions, and 
executives in other departments make decisions within their own iuria- 
dictions. But there are decision problems which affect the operations of 
more than a single department. If, for example, a chief marketing execu¬ 
tive decides that a new product is needed, there are direct and important 
applications in that decision for production, personnel, and research and 
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development departments, and naturally for general mana^ment as 
well. In all cases, whether or not a problem has cross-departmental im¬ 
plications, an executive must have planning, organising, coordinating, 
and conMling skills in order to make appropriate and intelligent de¬ 
cisions. 


WHAT IS MARKITINft MANAMMINT7 

A branch of the broad area of management, marketing management is 
concerned with the direction of purposeful activities toward the attain¬ 
ment of marketing goals. Sales volume, net profits, and growth in sales 
volume and profits are the three main marketing goals and, certainly, 
these are also the main goals of the company as a whole. Marketing man¬ 
agement, in other words, is accountable to top management for initiating 
and maintaining sales income, for adjusting sales volume and expenses 
so that profits will result, and for seeing to it that the business grows. 
Even without management, there would still ‘be marketing in the sense 
that products would in some way find their ways to markets. But it is 
very likely that such a passive approach would result in small sales 
volumes and few profits. Despite the excellence of a product, its chances 
of ever being sold in volume at a satisfactory profit are small if its maker 
lacks essential management skills. Modern marketing managers cannot 
wait pasi^ively for marketing to ^'just happen.’* They must make it 
happen. 

The term “marketing management” is used more often in referring 
to the marketing operations of manufacturers than to those of middle¬ 
men. The main reason for this is that marketing managers in manufac¬ 
turing and other producing enterprises manage and make decisions on a 
wider variety of marketing-type activities. Marketing managers in manu¬ 
facturing firms are concerned with such matters as the marketing or¬ 
ganization, products, brands, distribution channels, physical distribution, 
pricing, advertising, and personal selling. These are the matters about 
which marketing managers in all “make and sell” businesses make deci¬ 
sions. Managers in wholesale and retail firms, in other words those in 
“buy and sell” businesses, make some decisions which parallel those of 
the manufacturer’s marketing manager. In retailing, for example, deci¬ 
sions must be made on store organization, merchandise handled, brand 
policy, pricing, advertising, and personal selling. But the retailer makes 
no decisions comparable to those the manufacturer makes on distribution 
channels and many phases of physical dutribution. Furthermore, whereas 
middlemen make many decisions on such essentially non-marketing prob¬ 
lems as those of financial structure, organisation of non-selling personnel, 
store design, and store equipment, the marketing manager in a manu¬ 
facturing firm devote himself almost exclusively to managmg purely 
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marketing-type activities. Regardless of -these differences found on dif¬ 
ferent levels of distribution, marketing management is still concerns! 
with directing purposeful activities in order to r^h mu'keting goals. 
All marketing managers nec^arily perform the managerial functions 
of planning, organizing, coordinating, and controlling. The general na¬ 
ture of these functions, as they relate to the marketing manager’s work, 
is discussed below. 


Planning 

A marketing manager must have highly-developed planning skills. In a 
manufacturing firm, for example, he cooperates with other executives in 
setting goals for the company as a whole. Many of these are marketing- 
type goals and are expressed in such terms as planned sales volume and 
expected net profit. Not only does he help decide how much sales volume 
and net profit the firm should anticipate, he assumes major responsi¬ 
bility for ^‘making these figures come true.” It is his duty to plan “how 
the company is going to get from where it is to where it wants to 
go.” Furthermore, he is the planner who decides whether and how each 
goal, e.g., planned sales volume, should be divided into sub-goals for 
individual products, specific marketing areas, definite time intervals, seg¬ 
ments of the marketing organization, and so on. Considering the com¬ 
pany’s capabilities and each of his subordinates’ strengths and limitations, 
he parcels out the responsibilities for reaching these sub-goals. 


Organizing 

A marketing manager needs organizing skills if he is to be able to design 
the most appropriate organization for achieving the assigned goals. He 
must make certain that marketing plans are compatible with depart¬ 
mental policies already in effect, and that these plans are the ones best 
fitted for achieving the marketing goals. Under his direction and guid¬ 
ance, promotional programs and campaigns are drafted, marketing meth¬ 
ods and procedures are set up, and other decisions are made in order to 
execute the policies and implement the marketing plans. For effective 
discharge of these responsibilities, a marketing manager needs great 
skill both in planning and in organizing. 


Coordinating 

Whether in manufacturing, wliolesaling, or retailing, a marketing man¬ 
ager must have coordinating skill. A marketing manager in a manufac¬ 
turing company not only must coordinate the work of his different 
subordinates, he must coordinate his own efforts with those of executives 
in other departments—manufacturing, personnel, finance, and others. 
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He must coordinate advertising plans with selling plans, and both of these 
with manufacturing schedules and plans for physical distribution of the 
goods for sale. He must coordinate the manufacturer’s promotional ef¬ 
forts with those of the middlemen handling the product. These are but 
a few of the many situations where a marketing manager needs coordi¬ 
nating skill. 

A marketing manager’s need for skill in coordination is further em¬ 
phasized by his place in the firm’s organizational structure. In retailing 
and wholesaling, marketing managers, whatever their formal titles, are 
the top-management people—^they are the chief executives. Marketing 
managers in manufacturing firms are ordinarily not located at the very 
top of the organizational structure. Generally they are subordinate to 
the president or executive vice-president and, as such, are considered 
associates of the top-management team, rather than top-management 
it!?elf (as they usually are in wholesaling and retailing). The marketing 
manager's subordinates are specialists—the sales manager, advertising 
.manager, sales promotion manager, director of marketing research, and 
sometimes others such as a new products manager, distribution and 
warehousing manager, and credit manager. He is responsible for coordi¬ 
nating the efforts and activities of all these subordinates. In large com¬ 
panies manufacturing many different products, there are often several 
marketing managers, each charged with directing marketing activities 
for some product or line of products. In these situations, the efforts of the 
different marketing managers are coordinated on an over-all company¬ 
wide basis by a marketing vice-president. 


Controlling 

Effective marketing managers also need skill in controlling. There are 
four phases of the controlling function: (1) establishment of perform¬ 
ance standards, (2) measurement and “feedback” of performance results, 
(3) evaluation of actual performance against the standards, and f4) the 
taking of action as indicated by the evaluation. When, for example, a 
marketing manager assigns sales and profit goals to subordinates, he is 
establishing standards against which he can later appraise their perform¬ 
ance. If a subordinate’s performance does not measure up to standard, 
the inarketing manager tries to determine the extent to which the varia¬ 
tion was caused by factors both beyond and within the subordinate’s 
control. Depending on the outcome of this evaluation, the marketing 
manager decides on appropriate actions. The primary purpose, then, of 
any system of controls is to set the stage for decision and action.^ Effec- 
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five control keeps the organisation *‘on course" as marketing manage¬ 
ment steers toward Uie company’s set goals. 

lASie raOlUM OP MAiKiriNO MANAOIMINT 

Marketing management’s basic problem is to adjust the forces under 
its control within an environment composed of diverse and ever-chang¬ 
ing forces outside its control. These forces are known, respectively, as 
the controUableB and the uncontrollable. The uncontrollables, which 
were reviewed in Part Two, consist in the main of those economic, social, 
psychological, and legal phenomena which the individual firm can in¬ 
fluence only indirectly if at all. The controllables can be directly influ¬ 
enced by decisions and actions of the individual firm and include such 
factors as the marketing organization, products, brands, distribution 
channels, physical distribution.; pricing, advertising, and personal selling. 
Marketing management seeks to manipulate the controllables in terms 
of the uncontrollables in such ways as result in sales volume, profit, and 
long-term business growth. As management plans, organizes, coordinates, 
and controls the application and the adjustment of the controllables, it 
must also keep the uncontrollables in mind. Collectively, the uncon¬ 
trollables make up the environment in which the firm must operate, while 
the controllables are the means by which the firm adapts itself to that 
environment. 

For the marketing manager, the uncontrollables include such factors 
as the amount of consumers’ disposable income, the distribution of that 
income and the propensity of consumers to spend it, the trend of fashion, 
the psychological peculiarities and behavior patterns of present and 
prospective buyers, and the substance and judicial interpretation of the 
law. We have previously identified all these as uncontrollables, but there 
are still other factors which the marketing manager must take into ac¬ 
count in his decision-making but which are largely beyond his power to 
control. While he has some freedom in selecting distribution channels, 
for example, he has little or no control over the structure of the dis¬ 
tribution complex—i.e., the types of middlemen, their numbers and 
locations, their operating characteristics, and their relationships with 
each other and with various markets. His decision on distribution chan¬ 
nels, therefore, is limited by the different combinations of existing types 
of middlemen that can be (and are willing to be) joined together for 
that purpose. Furthermore, there are certain factors within the firm itself 
which are not under the marketing manager’s direct control. He can, for 
example, exert only indirect influences over production costs and gen¬ 
eral administrative expenses, yet both are highly relevant in making 
decisions on prices. This last example, of course, merely re-emphasises 
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the point that the marketing manager needs skiH in coordinating mar¬ 
keting decisions and actions with those made elsewhere in the company. 

Although the marketing manager can exercise little, if any, influence 
over the uncontrollables, this in no way lessens their importance to him. 
As he makes decisions on such controllables as prices, products, the sales 
force, and advertising, the uncontrollables limit the range of possible and 
appropriate decisions. At the same time, the interactions of uncontrol¬ 
lable forces often provide an alert marketing manager with opportunities 
for making profitable readjustments of the controllables. A shift in the 
distribution of consumer income resulting in increased leisure time for 
more people, for example, may suggest the need for a new product, or 
for a change in advertising or distribution policy. Dynamic marketing 
management is characterized by continual adjustment and readjust¬ 
ment of controllables in relation to uncontrollables, which make up the 
environment. 

These adjustments must be so made that opportunities inherent in 
the environment are capitalized upon as far as possible. Marketing man¬ 
agement’s responsibility is to make these adjustments, i.e,, to direct pur¬ 
poseful activities, in such ways as to facilitate the achievement of mar¬ 
keting goals. Working within an environment of uncontrollables, market¬ 
ing management directs the application of controllables, and it does this 
through planning, organizing, coordinating, and controlling. 

MARKETING DECISION-MAKING 

In directing purposeful activities toward the achievement of marketing 
goals, marketing management must make decisions and carry them out. 
A marketing manager must be able to recognize problem situations, de¬ 
termine possible alternative solutions, appraise alternatives, and select 
the most appropriate ones. Finally, he must be capable of taking action. 
Thus, decision-making is the process which results in the choice of a 
course of action with respect to what should or should not be done in a 
given problem situation. A decision, therefore, can be defined as the par¬ 
ticular course of action chosen by a decision-maker as the most effective 
means at his disposal for achieving the goal or goals he is currently em¬ 
phasizing, or for solving the problem that is bothering him.^ 

Decisions may be made either with a minimum of forethought, or after 
considerable analysis and deliberation. The first class of decisions, those 
made quickly, are known as intuitive decisions. The second class, those 
made only after a great deal of analysis and deliberation, are called ra¬ 
tional decisions. 
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lntuHi¥9 DBcition-Making 

Not every problem situation is important enough to justify the rigorous 
analysis and lengthy deliberation needed for rational decision-making. 
A supermarket manager, for example, cannot spend much time deciding 
whether to stock one or two dozen crates of tomatoes for his weekend 
trade. And then there are problem situations so serious that decisions 
must be made at once—before the problems get worse. A swimsuit manu¬ 
facturer, for example, caught with an unexpectedly large inventory near 
the season's end, cannot delay his decision—^the longer he waits, the 
Worse the problem gets. And, even if a marketing executive could consider 
(dl problems before they became serious, the sheer number of decisions 
required would force him to make most of them intuitively. In short, 
most decisions are made intuitively—in marketing and elsewhere in 
business. 

In making an intuitive decision, an executive does not draw solely 
on his “intuition.” As far as possible, he draws on his previous experi¬ 
ence and his knowledge of similar problem situations, combining common 
sense and judgment. Certainly, many of his experiences-with similar situa¬ 
tions may have had their own peculiarities, and the same can be said 
about what he knows of how others have handled similar problems, but 
the significant point here is that an intuitive decision is rarely a pure 
guess. Only when there is no information whatever is an intuitive de¬ 
cision based wholly on “hunches,” and “feelings as to what is best.” 

Considerations of time and expense may force the marketing man¬ 
ager to make many of his decisions intuitively, but he should try, as far 
as possible, to confine his intuitive decision-making to relatively unim¬ 
portant matters. Minor decisions such as “should we hold our regular 
weekly sales meetings on Mondays or Fridays” can certainly be made 
without a great deal of analysis or deliberation. If the decision is in favor 
of Mondays and it later turns out that Fridays would have been a better 
choice, the decision can easily be changed. Similarly, the decision-maker 
can deal with many routine questions as they arise, as he can, for example, 
in determining whether or not to renew the office’s subcription to Business 
Week —not much money “rides on” this decision and, regardless of the 
decision he makes, he can always reverse it later. All minor decisions are 
alike in that their consequences, financial and otherwise, are not par¬ 
ticularly Important, and it is relatively easy to change them if that be¬ 
comes necessary. Clearly, the implication here is that a marketing 
manager must be able to discriminate between major and minor prob¬ 
lem situations requiring decisions. Such discrimination involves assess¬ 
ments of possible consequences and estimates of the ease with which 
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decuions can be changed-Huental processes calling for considerable judg* 
meni and keen insight. 


Rational Doeision-Making 

Rational deciskm-making should be used in all major marketing problem 
situations. Major marketing problems are characterized by two things: 
(1) because they arise at irregular intervals, decisions on them should 
not have to be made very often; and (2) they have important consequences 
which must be lived with for a long time as it is extremely difficult and 
“awkward” to change such a decision once it is made. Major marketing 
problems may involve the introduction of new products, opening up new 
markets, changing the basic structure of sales organizations, choosing dis- 
tHbution channels, and determining the types and amounts of personal 
selling and advertising and other promotional elements in “marketing 
mixes.” The consequences of decisions on major marketing problems also 
commonly affect not only marketing operations but those of other depart¬ 
ments. For instance, the decision to introduce a new product, as noted 
earlier in this chapter not only has consequences for the marketing de¬ 
partment but directly affects the production department and may sig¬ 
nificantly influence such departments as personnel, finance, purchasing, 
engineering, and accounting. Therefore, another earmark of many major 
marketing problems is that decisions on them have important conse¬ 
quences across departmental lines. Decisions on major marlccting prob¬ 
lems are highly critical ones, then, and should be reached only after 
thorough analyses and serious deliberations. Their possible consequences 
are of such high and far reaching importance that a marketing executive 
cannot risk making them intuitively. 

How does a marketing executive make a rational decision? We have 
already said that,thorough analysis and serious deliberation precedes 
the making of a rational decision, but what sort of analysis and delibera¬ 
tion? Although quick answers to these questions are impossible, we can 
say that rational decision-making requires rather formal patterns of 
thinking and logical approaches to problem-solving. To shed further 
light on rational decision-making, we must first review some economic 
theory. Afterwards, we will address ourselves directly to the question 
of how a marketing executive goes about making rational decisions. 

DECISION-MAKING BY “ECONOMIC MAN.” The Concept of “economic 
man,” borrowed from traditional economic theory, furnishes the basis 
for what is now called the “theory of decision-making under certainty.” 
The assumptions made about economic man are that he is fully informed 
about all problem situations he encounters; he knows all the alternative 



350 UABSmm DSCUI0N-]<AK1N0 


solutions that are open to him; he absolutely knows the consequences 
(or outcome) of each alternative; he makes wholly “rational” decisions. 
Economic man has more than just complete information about all the 
problems he meets; an important side>as6umption makes him even more 
fortunate—each alternative solution has only one outcome, or set of 
consequences, and it is certain. Thus, economic man is also blessed with 
perfect foresight—^he can predict the consequences of his decisions with 
absolute accuracy. 

Armed with complete information and perfect foresight, economic man 
proceeds to make fully rational decisions. These fully rational decisions 
are possible because of two other assumptions made about economic man’s 
behavior. The hrst such assumption is that he can weakly order alterna¬ 
tive solutions according to the desirability of their outcomes. By “wehk 
ordering,” we mean that presented with any two sets of consequences, 
or outcomes, call them A and B, economic man can tell whether he pre¬ 
fers A to B, B to A, or is indifferent to them. Implicit in the notion of 
“weak ordering” is the idea that economic man can state his preferences 
but may not necessarily be able to determine how much more he prefers 
his first choice to his second choice, his second to his third, and so on. 
However, economic man is consistent in all of his preferences—if he 
prefers A to B and B to C, then he also prefers A to C. The second as¬ 
sumption which makes economic man’s rational decision-making possible 
is that he Always chooses that alternative which will maximize whatever 
it is that he considers desirable. Writers have differed on the “something” 
that economic man maximizes in his decision-making. Bentham (1748- 
1832) believed that economic man made decisions in order either to 
maximize pleasure or minimize pain. Bentham’s successors, including 
such great economists as Gossen, Walras, Jevons, Menger, and Alfred 
Marshall, variously assumed that economic man made decisions in such 
ways as “to maximize satisfaction,” “to maximize utility,” or to “maxi¬ 
mize net gains.” 

Although actual marketing decisions are never made under conditions 
of certainty, the theory does contain some helpful hints for the “real 
world” decision-maker. For one thing, it points up the importance of 
having as much information as possible about the problem situation. 
For another, the theory suggests that the ability to predict the conse¬ 
quences of alternative courses of action is a definite help in making good 
decisions. There is the notion, too, that the decision-maker should be able 
to' state his preferences, i.e., weakly order the consequences of different 
alternatives and make his choice in line with his goal, i.e., in order to 
maximize something. The theory implies, then, that the marketing de¬ 
cision-maker should, when confronted with a problem, evaluate alterna- 
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tive solutions in terms of what they will contribute to the marketing 
goal he is currently emphasising, and make his choice accordingly. 

BBQznBEMENTe FOB BATioNAL DECISION-MAKING. What must a decisioD- 
maker have in order to make rational decisions? First, he must be able 
to clearly conceptualise specific problem situations. A decision-maker 
cannot reach an intelligent decision unless he has the problem ‘‘sised-up*’ 
accurately—he has to know what the problem is in order to solve it. 
Second, he needs pertinent, factual information about the problem and 
must be capable of using it in his analysis—both rational and intuitive 
decisions are more likely to turn out right the more they are based on 
"facts." And, the decision-maker must be able to predict the possible 
consequences of each alternative solution or course of action. There¬ 
fore, conceptualization, information, and prediction are three main keys 
to rational decision-making. Later we will discuss these keys more fully 
but, for now, notice what happens when we turn these key requirements 
around—we have the excuses executives come up with when they at¬ 
tempt to defend an intuitive decision made in a major problem situation. 
(1) "It’s difBcult to conceptualize this problem" and "this problem is 
hard to describe.” (2) “We don’t have enough pertinent and reliable in¬ 
formation about this question" or "we don’t have the facts we need,” 
and (3) "It’s hard to tell what to predict" and "nobody knows what 
will happen." 

Z7NCEBTAINTY AND BISK. Decisions on major marketing problems are 
always made in the face of uncertainty. Marketing decisions are, of 
course, made for the future, and marketing executives—unlike "economic 
man”—have yet to find a way of predicting the future with absolute 
certainty. The decision-making environment in marketing is one of di¬ 
verse and ever-changing uncontrollable forces interacting in complex 
ways, and this makes prediction difficult. The consequences of alterna¬ 
tive courses are rarely so certain and so clear-cut that the best ones can 
be selected with absolutely no risk of being wrong. And there are almost 
always some variables in marketing problems about which the decision¬ 
maker has little or no information, and rarely does he have enough 
time to investigate them all exhaustively. Even if there were sufficient 
time to gather complete information, the great expense involved would 
certainly outweigh any benefits that might come from such maximum 
reduction of uncertainty. We must realize that having all the facts does 
not mean the elimination of uncertainty, but only that the chances of 
accurate prediction are better than with less complete information. What 
an executive needs is information that is complete enough for him to be 
^le to conceptualize the problem clearly, and to make reasonably ac- 
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curate predictions of the likely consequences of alternative solutions. 
Lack of this much information often leads to faulty conceptualizations of 
problems and to compounding errors in predictions. 

Through the use of electronic data processing and modem research 
technique^, progress is being made in supplying today’s marketing ex¬ 
ecutive with many facts and figures which were once considered impos¬ 
sible or too expensive to obtain. But as brought out above, marketing 
decisions are still made in the face of uncertainty and probably always 
will be. The marketing decision-maker needs not only to recognize the 
existence of uncertainties but that there is always some risk tliat his 
decisions will be in error. 

The “trick” seems to be in estimating just how much risk there is in 
each alternative solution to a given problem. Decisions are made more 
readily and with more confidence when an executive can think of them 
as calculated risks, rather than as “blind stabs in the dark.” Since in 
marketing decision-making there is no such thing as capitalizing on ab¬ 
solute certainties, an executive can at least strive to make his decisions 
calculated risks. Ideally, a marketing decision-maker should have a 
quantitative expression of the likely effects of the uncertainties present 
in a problem; as, for example, the probable changes that some event 
will or will not occur.^ Additional light will be shed on this aspect of 
marketing decision-making later on in this chapter. 

Problem Identification and Conceptualization 
Marketing executives almost unanimously agree that most problems are 
harder to identify than to solve. They say “problems hardly ever come 
clearly labeled as such—^the executive must be perceptive enough to 
smell them out.” In fact, it is so rare in business for everything to go 
smoothly that, when this happens, executives begin to worry that some¬ 
thing has gone wrong without their knowing it. Clearly, executives can¬ 
not deal with problems, i.e., make decisions on them, until they become 
aware of them and are able to conceptualize their nature. 

How does an executive go about recognizing and identifying problem 
situations? Probably the most promising approach is to search for situa¬ 
tions where performance is capable of being improved. If there is some 
way of measuring performance and of appraising it against some stand¬ 
ard, this should be a highly effective method for identifying problem 
situations. But standards may be wrong; the setting of standards for 
appraising marketing performance is still far from being an exact sci- 


s For an explanation and illuatration of a method need for derivma and quantifying 
probability figurea of this aort, aee: C. W. Churdiman, B. L. Ackoff, and S. L. Ar> 
nofl, letroduetioe to Operoftona Betoareh (New York: John Wiley A Sons, tW7)» 
pp. 589-573. 
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ence. Standards that are wrong, set either too high or too low, may be 
worse than no standards at all. But, if a company has a good system 
of control—^where performance standards are well>defined, where there 
are e£Bcient methods of recording and reporting actual performance, and 
where executives make intelligent use of these standards in evaluating 
performance—^the search for situations requiring decision and action is 
greatly facilitated. 

Unfortunately, even the best control system does not call attention to 
every problem. Quite often, an executive must know about problems that 
are still germinating and which have not yet become serious enough to 
be picked up by the control system. This suggests that marketing deci¬ 
sion-makers need something similar to the diagnostic skill of a medical 
doctor. Because a patient doesn’t feel well and suspects that something 
may be wrong, he visits a doctor. Through skillful examination, ques¬ 
tioning, and interpretation of the symptoms the doctor tries to uncover 
the trouble. When specific symptoms are present in given combinations, 
the doctor’s education and experience enable him to calculate the chances 
that the patient has certain ailments and he makes his identification ac¬ 
cordingly. A marketing decision-maker also has to be something of a 
diagnostician. He must be skilled not only in recognizing the symptoms 
of existing problems, but also in heading off problems-to-be. In this lat¬ 
ter respect, marketing decision-makers are in a sense practicing “preven¬ 
tive medicine”— in attempting to anticipate problems, and in making and 
implementing appropriate decisions before problems arise or at least be¬ 
fore they become serious. 

Like a medical doctor, a marketing decision-maker needs to have ac¬ 
cess to information about the problem situation. If he is to correctly 
ccmceptualize the problem, he must be capable of asking the right ques¬ 
tions of those who have pertinent information to give. He must also be 
a keen analyst of the information he already has, and of that which is 
especially gathered to shed light on the problem. In other words, a deci¬ 
sion-maker requires skills both in examining what he suspects is a prob¬ 
lem situation and in analyzing the available facts pertaining to it. 

Thus, for both the medical doctor and the business decision-maker, 
problems exist only in the context that something “is not functioning 
properly” or “is about to malfunction.” Therefore, there must be some 
concept of what constitutes proper functioning. When a decision-maker 
meets a problem, he knows it is a problem either because of warnings 
flashed by the management control system or, more frequently, be¬ 
cause of his skill as a diagnostician. In perceiving problem situations 
requiring decisions, an executive must constantly rely on his understand¬ 
ing of and “feel for” the norms, standards, or goals relative to which a 
situation can be identified as a problem. 
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Logical Analyik of Problem SituaHoru 

Earlier we summed up the three key requirements of rational deoisimi> 
making in the words conceptualization, information, and prediction. Ihe 
preceding section was mainly concerned with problem identification and 
was only a preliminary explanation of the part played by eonceptualisa- 
tion in rational decision-making. The important role of conceptualization 
will become increasingly clear as we examine the details of different mar¬ 
keting problem situations, especially those discussed in Part Four of this 
book. For now, however, it is sufficient to think of conceptualization 
as being the way an executive visualizes or “sees” a particular problem 
requiring him to make a decision. But we should not forget the point 
made a few pages back that an executive needs information in order to 
identify and conceptualize problems accurately. Nor should we overlook 
another important point previously made—^that an executive also needs 
information complete enough for him to be able to predict the likely 
consequences of alternative solutions with reasonable accuracy. Informa¬ 
tion, in other words, is needed for both problem conceptualization and 
prediction. The roles played by information and prediction in the process 
of rational decision-making will be further clarified in the following 
discussion. 

The rational decision-making process involves logical analysis of the 
problem situation. According to two well-known management consult¬ 
ants, there are four steps in any logical analysis of a business problem: * 

1. Recognize, define, and list all available alternatives. (There is no prob¬ 
lem, if there aren’t at least two alternatives.) 

2. Select a means of measuring each alternative in terms of desired results. 
(We call this the “decision criterion.”) 

3. Forecast the results of each alternative in terms of the decision criterion. 

4. Construct a "decision rule,” by which the most attractive results can be 
identified and thus the most desirable alternative selected. 

Notice how closely those steps resemble economic man’s decision¬ 
making procedure. Economic man knows all the alternatives; step one 
tells the real life decision-maker to strive for the same knowledge. Eco¬ 
nomic man weakly orders alternatives according to the desirability of 
their outcomes and predicts (forecasts) these outcomes; steps two and 
three ask the real life decision-maker to do the same thing. Finally, 
economic man always chooses an alternative according to a decision .rule 
that seeks to maximize the desirability of the outcome, and the business 

< R. K. Ball and A. A. Gilbert, “How to Quantify Deeinion-Making,” Hori- 

Vol. 1, No. I (Winter 1058). pp. 73-79. 
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deciBion-maker is advised to provide himself with such a decision rule in 
step four. 

Logical analysis of a problem situation starts with the devclopm^t 
of alternative solutions or course of action. The quality of the decision 
that will result from application of the four>step procedure outlined above 
depends largely on the executive's success in recognising all the feasible 
alternatives. Little advice, unfortunately, can be offered as to ^‘a best 
way” of formulating alternative solutions to marketing problems. But 
we can say that alternative solutions are found mainly through the ap¬ 
plication of “ingenuity” in analysing a problem. Some alternatives are 
obvious, but others are much less so. Experience with similar and re¬ 
lated problem situations helps, and so does knowledge of marketing in 
general and of how others have dealt with similar problems. But in¬ 
genuity consists of much more than just relying on past experience and 
imitating other decision-makers. One source suggests another extremely 
important ingredient of ingenuity: ^ 

We need fresh, original, distinctive, and independent thinking to develop 
alternatives that are neither copied from the past nor from our neighbor, but 
are original and peculiarly adapted to the circumstances at hand. 

So, applying ingenuity in the search for alternative solutions requires 
that an executive be creative. Past experience, although helpful is .not 
enough, since what were appropriate solutions to yesterday’s problems 
may not be appropriate to today’s. Nor can a decision-maker safely imi¬ 
tate the solutions to similar problems adopted by others, for every com¬ 
pany is to some extent unique. Thus, two companies with “similar” prob¬ 
lems often arrive at quite different solutions, if each chooses the most 
appropriate solution for its particular set of circumstances. In develop¬ 
ing alternatives, an executive must try very hard to be creative in his 
thinking and outlook—he should be critical of stereotyped solutions and 
look for ones that are uniquely suited for dealing with the problem at 
hand. 


Marketing Goals, Dedshn Criteria, and Decision Rules 
Management consists of goal-directed effort and, in many respects, this 
fact clears away much of the mystery in marketing decision-making. 
The goals management strives to reach or those implicit in given problem 
situations are the sources of the criteria according to which alternative 
courses of action can be determined and appraised. Decision criteria are, 
in short, derived from marketing goals. Applying these criteria to alterna- 

» W. H. Newmao and C. E. Summer, Jr., The Proeeee of Management (Enfflewood 
Cliffs, N.J.; Prentice-Hall, 1961), p. 278. ^ 
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tive solutions is management’s method of weighing the relative appro> 
priateness of each proposed solution. Suppose, for example, that a mw- 
keting executive must choose between two possible prices for a product. 
How should he decide which to use? In making this pricing decision, 
he needs both a decision criterion and a decision nde. Probably the best 
decision criterion in this instance would be that of profit, and the execu¬ 
tive would predict the effects on profit of selling the product at each of 
the proposed prices. His decision rule would probably be to select the 
price which he predicts will contribute the most to profit. Notice that 
the profit decision criterion and rule derive directly from the profit goal 
of marketing management. 

PROFIT. The use of profit as a criterion and a rule for marketing de¬ 
cision-making merits further consideration. Which profit do we mean? 
Short-run, long-run, or what? The answer is “optimum dollar profit.” 
This is defined as the dollar profit which provides maximum returns 
over the long-run. Hence, long-run dollar profit is the decision criterion 
and maximum long-run dollar profit is the decision rule which marketing 
management should apply in the logical analysis of most major marketing 
decisions. 

Using long-run dollar profit as the main decision criterion and maxi¬ 
mum long-run dollar profit as the main decision rule tends to put the 
analysis of major marketing problems into proper perspective. If a mar¬ 
keting manager views problem situations in this light, he is far more 
likely to consider them rationally and to avoid making rash or unwise 
decisions. He is more apt to consider the relevant factors bearing on such 
decisions. He avoids looking at the probable effect on sales volume or on 
costs separate from their effects on long-run dollar profit. He avoids, 
too, the all too common pitfall of thinking of present profits apart from 
future profits. By focusing on long-run dollar profit, the marketing man¬ 
ager forces himself to think in terms of relationships. He considers the 
relationship of sales volume to costs and the relationship of both of these 
to short-run dollar profits and to long-run dollar profits. This is the pre^r 
perspective for rational decision-making in mariceting. 

SALES VOLUME. The sales volume goal of marketing management pro¬ 
vides another decision criterion and rule, but the modem marketing man¬ 
ager looks upon sales volume more as a necessary preliminary to the 
earning of dollar profit than as a marketing goal of overriding importance. 
The old-style “sales manager” emphasised sales volume for its own sake. 
The modem marketing manager still wants sales volume but, in contrast, 
he wants it to be made up of those sales which eventually will result in 
maximum long-run dollar profit. Note carefully we are not saying that the 
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sales volume goal is unimportant. Dollar profits are impossible unless 
there are also dollar sales, and a certain minimuhi level of sales volume 
is needed in any company in order for it to reach efficient and profitable 
levels of production and marketing activity. Maximum long-run dollar 
profit may be at the very top of the hierarchy of marketing goals, but the 
sales volume goal is only one step below. 

GROWTH. The growth goal is the source of another decision criterion 
and rule but, like the sales volume goal, it is below long-run dollar profit 
in the hierarchy of marketing goals. When growth is used as a decision 
criterton and rule, marketing management generally has in mind “long- 
run growth in dollar profit.” The reader will recognize that this is almost 
equivalent to using maximum long-run dollar profit as the criterion and 
rule. A moment's reflection, however, reveals that it is possible for a finn 
to maximize long-run dollar profit and not have any long-run growth in 
dollar profit at all. If the general trend of business is unfavorable, there¬ 
fore, growth is a questionable criterion and rule for decision-making. Simi¬ 
larly, it is inappropriate to use the growth criterion and rule in making 
marketing decisions when a company operates in a declining industry 
unless, of course, growth is used in the sense of minimizing shrinkage in 
long-run profits. Growth is most appropriately used as a decision criterion 
and rule in companies that are parts «)f true “growth industries”—ones 
whose sales and profits are growing far more rapidly than the economy 
as a whole. Even in these cases, though, the use of long-run dollar profit 
should put the situation requiring decision into a more proper perspective. 

SHARE-OF-THE-MARKET. Companies occasionally set marketing goals 
other than those of profit, sales volume, and growth. These give rise to 
additional decision criteria and rules. Some top-managements, for ex¬ 
ample, strive first and foremost for a specified share of the total industry’s 
sales. In such companies, the decision criterion would be the probable 
effect of each alternative course of action on the company’s share of the 
market; the decision rule would be to select the alternative which will 
contribute the moat to capturing the maximum share. Although share-of- 
the-market may be a defensible decisum criterion in some cases, it is 
usually inferior to that of profit. If, for exampie..a tympany is fighting to 
gain a foothold in a market where competitors are alreat^ well-estab¬ 
lished. it makes some sense to set some specific pereentage of the total 
market as the primary marketing goal. In the long run, however, it does 
little good to capture this share, if sales are not made in such ways that 
long-run company profits tend toward the maximum. When share-of-the- 
market is establishdd as the main marketing goal, thus resulting in a 
share-of-the-market decision criterion and rule, management usually is 



258 MABKETINO DBCISION'MAKING 


thinking (or should be) of this as an intermediate check point on the 
longer road to maximum long-run dollar profit. 

r/i0 Profit Dmcision Crfiorion and the Operating Statement 
Because long-run dollar profit is so important as a decision criterion, it is 
essential that today’s marketing manager be familiar with the nature of 
the relationships of profit to other items on the company operating state¬ 
ment—also called profit and loss statement. Our purpose in this section 
is to show how the operating statement can be used in analyzing market¬ 
ing problems and in making decisions on them. 

The operating statement of any firm (retail, wholesale, or manufSctur- 
ing) is based on two basic accounting formulas: 

1. Sales -- Cost of Goods Sold = Gross Margin (or Gross Profit) 

2. Gross Malgin — Expenses = Net Profit 

With the numbers filled in, combined, and arranged in conventional 
accounting style, the operating statement (in skeleton form) might appear 


as follows: 

Sales .*. 11,000,000 

Less: Cost of Goods Sold. 650,000 

Equals: Gross Margin (Gross Profit) . I 350,000 

Less: Expenses . 250,000 

Equals: Net Profits . $ 100,000 


Admittedly, this is a highly simplified operating statement, but even 
in this form it can be a valuable tool for the marketing executive to use 
in analyzing problems and in making decisions.” To illustrate, suppose a 
marketing manager wants to decide whether to divide his sales force into 
two parts, each specializing in selling part of the product line. Let us 
assume that he has decided to use profit as the decision criterion and 
maximum long-run profit as the decision rule. Assume further that he 
either has available all the necessary facts and figures, or is able to arrive 
at usable estimates for those that are missing. Here are some of the 
items this marketing decision-maker would have to consider: 

What will be the effect on sales volume of splitting the sales force on the 
basis of products? 

To what extent will the two groups of salesmen be calling on different or 
the same lists of customers and prospects? What effect will this have on 
total sales? On total expenses? 

a litter, in Chapter 12, more detailed operating statementa are explained and die- 
cttiaed with regard to their use in marketing deciaioD*making. 
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Will the change in sales volume affect costs of goods sold? How? 

If expenses are increased by the change, will there be a more than offiwt> 
ting increase in gross margin? If so, how much? 

What will be the effects on sales volume, cost of goods sold, gross margin, 
and expenses if the sales force is not split as proposed? 

Are there other alternatives besides thoM proposed? (For the sake of 
keeping this illustration simple, assume there are not.) 

As a starter, the marketing manager would want to obtain figures on 
the present breakdown of last year’s operating statement according to 
the two groups of products. Let’s assume he asks the accounting depart¬ 
ment for this breakdown and receives the following: 

Operating Ratult*—4.att Yur 


Product Product 



Group I 

Group II 

Total 

Sales 

$600,000 

$400,000 

$1,000,000 

Cost of Goods Sold 

350,000 

300,000 

650,000 

Gross Margin 

$250,000 

$100,000 

$ 350,000 

Expenses• 

180,000 

70,000 

250,000 

Net Profits 

$ 70,000 

1 30,000 

$ 100,000 


* Since many expensea, such as tlie sales manager's salary, are shared by both produet 
groups, they can only be apportioned to the product groups on a somewhat arbitrary basis. 
If, as in this case, an alloeation is needed to facilitate analysis, the best available basis of 
allocation, such as apportioning total expenses according to the relative number of order 
lines (i.e., lines on customers’ order sheets) accounted for by orders for products in eaeh 
group, should be selected. In the hypothetical company considered here, we are assuming 
that hccounting records were kept in such a manner that sales, cost of goods sold, and hence 
gross margin figures could all be readily broken down according to product groups. In 
many real-life companies, the record-keeping is such that a breakdown of this kind could 
be made only after a great deal of resifting and rearranging of original accounting records. 
But enlightened marketing managers today are insisting that accounting records be so or¬ 
ganised that they lend themselves readily to the analysis of marketing problems. A whole 
branch of subject matter—distribution cost scconnting and analysis—^has developed to ex¬ 
pedite analyses of this sort. 


Having received the operating statement in the form requested, the 
marketing manager proceeds to use it as a source of information for mak¬ 
ing his predictions of the consequences of each of the two alternatives. 
Regardless of the alternative finally decided upon, it will be in effect 
for an indefinite period in the future. So the marketing manager goes 
ahead and makes his predictions, or projections, in terms of average an¬ 
nual operating results.’ He makes separate projections of operating re- 

7 Becange we want to keep this example aa simple aa poaaible, we are using projections 
of average annual operating results. This is appropriate procedure'whenever manage¬ 
ment is unable or unwilling to state a specific number of years during which the 
decision is to be in effect. V^enever management is able to state a finite period over 
which the decision is to be in effect, projections are made for each of a number of 
successive operating periods which are thep totaled to provide a statement of the 
long-run operating results. 
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sultB under each of the two alternatives: continued use of a single sales 
force, and use of two “product group” sales forces. These two pro forma 
(i.e., “projected”) statements appear below: 


Altcrrwfiv* I: CenKnuafien of Singi* S«Im Fere*>- 
Pr«{«etien of Avorago Annual Oparating RatuH* 


Product Product 




Group I 

Group II 

Total 

Sales 


$650,000 

$420,000 

$1,070,000 

Cost of Goods Sold 

375,000 

315,000 

090,000 

Gross Margin 


1275,000 

$105,000 

$ 380,000 

Expenses 


200,000 

75,000 

275,000 

Net Profit 


$ 75,000 

$ 30,000 

$ 105,000 


Alturnative 2: Two 

"Product Group" 

Salat Fareaa— 



Projoetion of Avorogo Annuol Operating Raiulft 

IIL 



Product 

Product 




Group I 

Group II 

Total 

Sales 


$750,000 

$600,000 

$1,350,000 

Cost of Goods Sold 

410,000 

440,000 

850,000 

Gross Margin 


$340,000 

$160,000 

$ 500,000 

Expenses 


280,000 

90,000 

370,000 

Net Profit 


$ 60,000 

$ 70,000 

$ 130,000 


By working through the several estimates needed to complete the two 
pro forma operating statements, the marketing manager forces himself 
to consider all the factors bearing on the decision which conceivably 
might affect net profit. After analyzing demand and competitive factors, 
he concludes that no change in prices will be needed. His investigation 
also shows that there will be some variation in the percentage relationship 
of cost of goods sold to sales volume, but no important variations. But 
he finds that significant variations are likely to occur in expenses. By 
organizing his analysis this way, he has had to quantify his estimates 
of each of these factors under both alternatives and this has served to 
check any tendency toward loose thinking. 

Comparing these projections with last year’s operating results, the mar¬ 
keting manager now has some basis for thinking that, regardless of the 
alteniative selected, total sales and net profits are likely to be higher 
than they have been. Under Alternative 2, as might be expected, con¬ 
centrated effort by specialized salesmen should result not only in higher 
total sales, but in higher sales of each Product group, especially of Product 
Group II. In this particular case, the percentage relationship of cost-of- 
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goods-sold to sales for both product groups under both alternatives does 
not vary significantly; although, with higher sales volumes, there is a 
slight percentage decline in this relationship. The greatest variation is in 
the expenses category: for Product Group I. under Alternative 1, in¬ 
creasing sales from $600,000 to $650,000, a bit more than 8 per cent, 
causes expenses to rise by about 11 per cent; but, under Alternative 2, 
adding 25 per cent to sales, from $600,000 to $750,000, requires more than 
a 60 per cent rise in expenses. In the case of Product Group I, the net 
effect of this change in the expenses-to-sales relationship is to increase 
net profit at the $650,000 sales level and to decrease net profit at the 
$750,000 level. Contrast this with what happens to Product Group II— 
increased expenses and cost-of-goods-sold effectively cancel out any 
profit gain when sales rise from $400,000 to $420,000; but, as sales in¬ 
crease to the $600,000 level, expenses increase less than proportionately 
and net profit more than doubles. 

Since maximum long-run net profit was the decision mle, the market¬ 
ing manager decided on Alternative 2. Having decided in favor of this 
alternative, one of the marketing manager’s next moves might well be to 
consider what might be done to reduce the expenses for Product Group 
I. From the estimates in the pro forma statements, it appears offhand 
that these expenses could be reduced and net profit increased if sales were 
kept below the $750,000 level. This might or might not be the case, but 
the matter at least merits further investigation by management. Our 
example, thus, has uncovered another benefit which results from using 
the profit decision criterion—other important situations affecting net 
profit are called to management’s attention. 

Incremmnfal Analysis and Daeision-Making 
Incremental analysis, i.e., comparing alternatives by the changes they 
effect in operating data rather than by their total impact on operating 
results, usually helps to bring differences among alternative solutions 
into clearer focus. Remember that, in the previous illustration, the esti¬ 
mates showed that changes in expenses would account for most of the 
variation in net profit. The-analysis could have been sharpened had the 
marketing manager considered only incremental changes. After all, the 
only sales dollars relevant to the decision are those that vary with it, and 
the only part of cost-of-goods-sold bearing on the decision is the part 
which changes with sales volume. Similar reasoning holds with regard 
to expenses—only the incremental changes in expense are pertinent to 
the decision. After determining incremental changes in sales, cmi, of 
goods sold, and expenses,* the incremental gross margin and incremental 
net profit can be calculated. Using the data from our earlier illustration 
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and calculating the incremental figures for each of the two alternatives, 
the incremental projections are as shown below; 


Proj*efioi» of Avorogo Annual 
Ineromontal Chnngos in Operating Statamant 


Incremental 
Change in 

Under Alternative 1 

Product Product 

Group I Group II Total 

Under Alternative t 

Product Product 

Group I Group II Total 

Sales 

+160,000 +S20,000 +$70,000 

+$160,000 +$200,000 +$350,000 

Cost of 

Goods Sold 

+ 26,000 + 16,000 + 40,000 

+ 60,000 + 140,000 + 200,000 

Gross Margin 

+ 26,000 + 6,000 + 30,000 

+ 90,000 + 60,000 + 160,000 

Expenses 

+ 20,000 + 6,000 + 25,000 

+ 100,000 + 20,000 + 120,000 

Net Profit 

+ 5,000 —0— + 6,000 

- 10,000 + 40,000 + 30,000 


Thus, we have introduced the concept of incremental net profit. This 
is defined as the change (increase) in average annual net profit resulting 
from the implementation of a managerial decision with respect to any 
one of a number of possible aspects of a firm’s operations.^ Incremental 
net profit, in other words, is the difference between the projected net 
profit and the previous net profit. Incremental net profit under Alterna¬ 
tive 1 in the illustration is $5,000, while under Alternative 2 it is $30,000. 
This means that adopting Alternative 2 should mean $25,000 more added 
to net profit than if Alternative 1 were adopted. Notice, however, that 
the incremental net profit in Alternative 2 accrues entirely from Product 
Group II and that Product Group I actually shows an incremental net 
loss. This incremental net loss results from the fact that the $90,000 
incremental gross margin for Product Group I under Alternative 2 is 
lower than the $100,000 in incremental expenses. If Alternative 2 is 
adopted, therefore, the marketing manager should look into the possi¬ 
bilities of reducing expenses for Product Group I. 

When using incremental analysis to decide among alternative courses 
of action, an executive needs an appropriate decision criterion and rule. 
We stated previously that long-run dollar profit should be the main de¬ 
cision criterion and maximum long-term dollar profit the main decision 

s These aspects may include, among others, such matters as diversification into differ* 
ent product lines, differentiation of existing products, changing distribution channels 
or tito intensity of distribution, increasing sales effort through salesmen or advertis¬ 
ing or both, and the improvement of war^ousing and shipping efficiency. See; M. H. 
Spencer and L. Siegelman, Managerial Beonomiee (Homewood, Ill.: Richard D. Ir¬ 
win, 1959), pp. 123-124. 
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rule. If we are to use incremental analysis, however, this criterion and 
rule require modification. The decision criterion becomes incremental 
long-run dollar profit, and the decision rule is to select that alternative 
resulting in the largest incremental long-run dollar profit. These modi¬ 
fications are necessary because incremental analysis involves considering 
only those figures which are relevant to the decision. In practical de¬ 
cision-making, this decision criterion and decision rule often undergo 
further change and become “average annual” instead of “long-run” in¬ 
cremental dollar net profits. 

Whether a decision-maker uses average annual incremental profit or 
long-run incremental profit as his decision criterion and rule, he still 
has the problem of determining how long a period of time to use as a 
basis for making the calculations. In decision theory, this period is called 
the “payoff” period. Generally, the payoff period should be long enough 
to capitalize fully on the opportunities, and short enough to avoid undue 
amounts of risk. This may be a valid generalization, but it isn’t a great 
deal of help to the decision-maker. Somewhat more helpful is the fact 
that a reciprocal relationship exists between the length of the payoff 
period and the rate of return on investment desired by management. 
For instance, and greatly simplifying, if management wants to recover 
at least 10 per cent of the funds invested in a program each year, the 
maximum length of the payoff period would be 100 per cent -j-10 per 
cent br 10 years.* In other words, management would want its invest¬ 
ment returned within ten years. There would, of course, be no profit if 
something in addition to the investment were not returned during that 
time. Thus, in our example, if the investment is to return a profit, it is 
necessary for the life of the investment to be longer than the payoff 
period, i.e., it has to be longer than ten years. Even though calculating 
the length of the payoff period and the life of the investment may seem 
confusing and unduly complicated, a marketing decision-maker cannot 
afford to neglect this task. Only if he makes these calculations, is it pos¬ 
sible for him to think fully in terms of the “average annual” or the “long- 
run” net profit, whether incremental or not. 

Handling Uncertainties in Marketing Decision-Making 
Evaluation or comparison of decision alternatives, whether according to 
the incremental dollar net profit criterion or other criteria, requires the 


9 Actually, in the economlst’a language, we would have to capitalise the expected in¬ 
cremental profit at aome desired rate of return on inveatment. The inward flow of 
profit, which appears over maiiy periods projected in the future, would have to be 
separated and converted into dollars of the same time period via the capitalisation 
rate. Many complications are encountered in making these calculations. For a good 
diacussion of these complications and suggestions for making the needtid computations, 
see: Spencer and Siegelman, op. eit., pp. 120-124, 381-300. 
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quantification of future operatini^ experience. This means that the de> 
ci8ion*maker needs estimates for such basic factors as selling prices, 
unit sales volumes, cost of goods sold per unit of product, and expenses 
per unit of product sold. When any sort of profit criterion is used, these 
factors are set into three equations: 


1. Selling Price 
per unit 


Sales Volume 
in units 


Sales Volume 
in ddlars 


2. Cost of Goods 
Sold per unit 


Sales Volume 
in units 


Cost of Goods Sold 
in dollars 


3. Expenses per 
unit 


X 


Sales Volume 
m units 


Expenses in dollars 


Notice that we have to use these three equations in order to get the 
figures needed for completing the two basic accounting equations, which 
we used in our earlier example. These accounting equations are: 

4. Sales Volume — Cost of Goods Sold = Gross Margin 

5. Gross Margin — Expenses = Net Profit 

For each alternative course of action being evaluated, therefore, the 
decision maker needs a set of four estimates—estimates for selling price 
per unit, cost of goods sold per unit, expenses per unit, and sales volume 
in units. These estimates are predictions, and predictions, especially in 
the marketing area, are hazardous. Regardless of the excellence of the 
forecasting techniques and procedures and the competence of the fore* 
caster, there is always some chance that these forecasts will be in error. 
Competitors’ actions, for instance, may upset the most careful forecast 
of future operating results, even though an attempt has been made to 
anticipate their actions in making the forecast. Moreover, changes in a 
multitude of complex economic, psychological, social, and legal forces 
(the “uncontrollables”), are always exerting influences on a company’s 
cost and expense structure and on its sales situation; these changes may 
upset the most carefully prepared forecasts. Thus, the marketing de¬ 
cision-maker definitely needs some way to handle these uncertainties. 

The main technique used by marketing decision-makers in dealing with 
uncertainties involves the use of probability distributions. Put briefly, 
a probability distribution gives the *'odds” for and against the occurrence 
of a certain outcome: i.e., it shows the proportion of the time that one 
can expect a certain outcome. Assume, for example, that a marketing man¬ 
ager asks his marketing research department to prepare a probability 
forecast of the average annual sales for a new product which the com* 
pany is planning to introduce. He instructs the marketing researchers 
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to consider two different selling prices in making the forecasts—$1.15 
per unit and $1^ per unit. Notice that the marketing manager in this 
illustration maite his own estimates of selling price. Because this de~ 
cinon concerns the selling price to be placed on a new product, the de- 
cinon is to be made fitnn among different selling prices, the decision 
alternatives. 

Also notice that the decision criterion here cannot be incremental net 
profit inasmuch as the company does not have any operating eiq>erience 
with the new product. Because of this, the marketing manager will use 
the contribution to net profit decision criterion, which is defined as total 
gross margin less total variable expenses. These variable expenses are 
of the ‘^out-of-pocket” type that will be incurred when the new product 
is added and include such items as advertising expenses for the new 
product and salaries of special salesmen hired to promote it. The mar¬ 
keting manager feels in this instance, and rightly so, that fixed expenses— 
those which would still have to be met even if the new product were 
never marketed—can safely be disregarded. Such fixed expenses include, 
among others, rent, property taxes, and executive salaries. Because con¬ 
tribution to net profit .is the decision criterion here, the marketing man¬ 
ager plans to evaluate the two alternative prices according to the total 
number of dollars each will contribute to net profit. 

In due time, the requested forecasts come to the marketing manager 
in the following form: 


If unit selling price 
is $1.15 


If unit selling price 
is 11.25 


The probability is 


5% 

80 

15 


The probability is 


30% 

65 

5 


That sales will be 


0—50,000 units 
50,000—100,000 
100,000—150,000 


That sales will be 


0—50,000 units 
50,000—100,000 

100,000—isj^ooo 


In other words, if unit selling price is set at $1.15, there are 80 chances 
out of 100 that sales volume will be between 50,000 and 100,000 units. No¬ 
tice, however, that there are 20 chances out of 100 that sales will be 
either above or below that range. Similarly, if unit selling price is set 
at $1.25, there are 65 chances out of 100 that sales volume will be in the 
50,000—100 6b0 ranj^ and ^ chances out of 100 that it will not. Thus, 
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the risk of having sales fall outside this particular range is greater with 
the $1.25 price than with the $1.15. 

Before he can evaluate the two selling prices according to the con¬ 
tribution to net profit criterion, the marketing mana^r needs some mcflre 
estimates. He needs estimates for the cost of goods sold per unit and for 
variable expenses per unit at various levels of sales volume. So he asks 
the controller to provide these estimates for sales volumes of 25,000 units, 
75,000 units, and 125,000 units. Notice that these volumes are the mid¬ 
points for each of the ranges of sales volume ranges for which the mar¬ 
keting manager has received probability forecasts. In order to simplify 
this illustration, let us assume that the controller is able to provide these 
estimates with absolute certainty.^® He estimates that variable expenses 
per unit will amount to 20^ at all three sales volume levels. He further 
estimates that cost of goods sold per unit will amount^'to 70^ at a volume 
of 25,000, 60^ at 75,000, and 50^ at 125,000. 

With the data received from the marketing researchers and the con¬ 
troller, the marketing manager is ready to go on with his calculations. 
His first step is to compute the contributions to profit for each selling 
price at each of the possible sales levels. These calculations are shown 
below: 

(Units X Price) — (Units X Unit Cost of Goods Sold) — (Units X Unit 
Variable Expenses) = Contribution to Profit before Uncertainty Taken 
into Account 

( 25,(XX) X $1.15) - ( 25,000 X $0.70) - ( 25,000 X $0.20) = $ 6,250 

( 75,000 X 1.15) - ( 75,000 X 0.70) - ( 75,000 X 0.20) = 26,250 

(125,000 X 1.15) - (125,000 X 0.70) - (125,000 X 0.20) = 56,250 

( 25,000 X $1.25) - ( 25,000 X $0.70) - ( 25,000 X $0.20) = $ 8,750 

( 76,000 X 1.26) - ( 75,000 X 0.70) - ( 75,000 X 0.20) = 33,750 

(126,000 X 1.26) - (125,000 X 0.70) - (125,000 X 0.20) = 68,750 

The marketing manager’s next step is to take the uncertainties as to 
sales volume into account. He has gotten probability figures on these 
uncertainties from marketing research, and it is time now to work them 
into the calculations. For this purpose, it is convenient to use a decision 
matrix (see Figure 11.1). On the first and fourth lines of this matrix, 
the markiting manager writes in the probability percentages representing 
the chances of each sales level occurring at each of the two proposed 
prices. On the second and fifth lines, he inserts the figures for estimated 
contribution to profit. Then, he multiplies each contribution to profit 

10 Had the controller not been able to fumiah theae eatimatea with abaolute certainty, 
he woold provide aeta of eatimatea together with a atatement of the prolmbility of 
each eatimate occurring, ^e technique for handling probability eatimatea of unit 
costa and expenses is essentially the same as that ua^ with probability forecasts of 
sales volume. 
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figure on line two by the probability percentage directly above it on 
line one; and he repeats this process for the figures on line five and the 
percentages on line 'four. The resulting computations arc inserted on 
lines three and six respectively. Next, the marketing manager adds lines 
three and six horizontally and puts these totals in the boxes on the 
right-hand side of the matrix. The decision criterion is contribution to 
net profit, and the decision rule, in our example, is to select the selling 
price with the highest expected contribution to net profit. Comparing the 

Hear* 11.1 

Dccitien Matrix—Contribution to 
Profit Incorporating Probabilitiat 


Forecasted 

Sales 

26,000 

{0—60,000) 

76fi00 

(60,000— 

100,000) 

125,000 

{100,000- 

160,000) 

Expectation 

1. Probability of Sales Level 
if $1.15 price used 

.05 

.80 

.15 


2. Contribution to Profit at 
$1.15 price 

$6250 

$26,250 

$56,250 


3. 1.X2. 

$312.50 

$21,000 

m 

$29,750 

f 

4. Probability of Sales Level 
if $1.25 price used 

.30 

.65 



5. Contribution to Profit at 
$125 price 

$8,750 

$33,750 

$68,750 


6. 4.x 5. 

$2,625 

$21,93750 

$3,43750 

$28,000 


totals in the two boxes, it is clear that the expectation for the highest 
contribution to net profit is greater at the 11.16 price than at the $1.26 
price. Thus, the decision is to use the $1.15 price. 

This approach to decision-making, with appropriate modifications made 
according to the type of problem under study, can be used for a wide 
variety of marketing decisions. The chief requirements for using it are 
that: (1) the required numerical data are or can be made available, 
and (2) given outcomes can be expressed in terms of the probabilities of 
their occurrence. The form, or design, of the decision matrix, of course, 
can readily be altered in any way which facilitates the making of com¬ 
putations and comparisons. 

This illustration, though long and seemingly involved, is actually a 
highly simplified one and, to keep it simple, we have made a number of 
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assionptioiui. Even though we have simplified this illustration greatly, 
the important thing for the student to grasp is the general nature of this 
approach to marketing decision-making. This approach provides a tech¬ 
nique for taking uncertainties into account in decision-making and it 
is extremely versatile—it can be modified and adapted in many ingenious 
ways so as to facilitate the analysis and deciding of many classes of 
marketing problems. The decision-maker, however, should avoid using 
this approach rigidly—^it is not a rigid mold but a flexible pattern re¬ 
quiring modifications appropriate to the particular decision being made 
and to the decision criterion and rule being used. 


CONCLUSION 

Marketing men must have management and decision-nfaking 
skills—analysis and discussion in this chapter have focused on 
these types of skills. Competent managers must be well-grounded 
in the practice of management. In marketing, this means that 
executives must know how to apply planning, organizing, co¬ 
ordinating, and controlling skills to the management of market¬ 
ing activities. It means, too, that they need to be skilled in 
making decisions and in carrying through the analyses leading 
up to decisions. Many of the decisions marketing executives make 
are intuitive in nature. Others, especially highly important ones 
made rather infrequently, require more formal and logical ap¬ 
proaches to decision-making. Some of these approaches have 
been illustrated in this chapter. But in making either intuitive 
or rational decisions, there is little doubt that the modem mar¬ 
keting manager needs considerable ingenuity, uncommon imagi¬ 
nation, and a great deal of common sense. 

QUISTIONS AND FROlUMS 

1. What does management managef What does marketing 
management manage? What functions are performed by 
managers? By marketing managers? How does the job of 
the marketing executive differ from the jobs of other execu¬ 
tives? 

2. “It is the .first duty of a business to survive,” writes Peter 
Drucker in The Practice of Management (New York: 
Harper & Bros., 1954), p. 46. Explain how this statement 

, of Peter Drucker is consistent with the main marketing (and 
company) goals as discussed in this chapter. 

3. ‘‘Even without management, there would still be market¬ 
ing.” If this statement is substantially true, how can man¬ 
agement’s role in marketing be justified? 
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4. Explain the meaning of the following terms: 


a. planning 

b. organizing 

c. coordinating 

d. controlling 

e. controllable 


f. uncontrollable 

g. economic man 

h. weak ordering 

i. decision 

j. decision-making 


5. “Marketing management’s basic problem is to adjust the. 
forces under its control within an environment composed 
of diverse and ever-changing forces outside its control.” List 
the major marketing controllables and iincontrollables and 
construct a diagram to illustrate the basic problem of mar¬ 
keting management. 

6. Show how the three main marketing goals (sales volume, 
net profits, and growth) are related and interdependent. 

7. “The establishment and definition of marketing goals are 
necessary prerequisites to marketing decision-making.” Dis¬ 
cuss. 

8. Compare intuitive decision-making and rational decision¬ 
making. Under what sets of circumstances should marketing 
managers make intuitive decisions? Rational decisions? 

9. Contrast the decision-making procedure of economic man 
with the four steps in the logical analysis of a business prob¬ 
lem (as given in this chapter). 

10. Discuss the relationship of information, problem conceptu¬ 
alization, and prediction in marketing decision-making. 

11. Appraise the importance of a company’s system of controls 
from the standpoint of the marketing decision-maker. 

12. Explain how marketing decision-makers might use proba¬ 
bility distributions in dealing with uncertainties. 

13. What marketing goals, decision criteria, and decision rules 
might be appropriate in each of the following situations? Ex¬ 
plain your reasoning in each instance. 

a. Company A is planning to introduce its product in a 
market area where local competitors arc very strong. 

b. Company B has operated its plant at only 60 per cent 
of capacity for several years. Consequently, unit manu- 
factwing costs are higher than the industry average. 
If Company B could utilize the full capacity of its plant, 
unit manufacturing costs would be comparable to those 
of B^s chief competitors. 

c. For a long pia'iod of years, Company C’s product has 
been the largest seller in the industry. Recently, one of 
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C’s main competitors has been making a strong bid for 
industry leadership and, in the process, has been cutting 
prices. 

d. Company D's main product has experienced declining 
sales for a number of years, due mainly to the introduc¬ 
tion of substitutes by companies in competing industries. 

14. Explain how the contribution-to-net-profit decision criterion 
differs from the incremental-net-profit decision criterion. In 
what sets of circumstances might it be appropriate to use 
each of these criteria? 

15. The marketing manager of the Rogers-Dunn Company, a 
men’s hosiery manufacturer, is considering the advisability of 
changing his firm’s pricing and promotional policies. Cur¬ 
rently, 1,000,000 pairs are sold annually to retailers at a 
price of $1.20 per pair, and total promotional expenditures 
amount to $100,000. At the current rate of production, cost 
of goods sold per unit (i.e., per pair of hosiery) is 60^. The 
marketing manager has outlined various possible alterna¬ 
tives, secured necessary estimates for each, and has sum¬ 
marized them as follows: 

a. If the price to retailers is left at $1.20 per pair and total 
promotional expenditures remain at $100,000, the sales 
forecast for next year is 1,200,000 pairs. At that sales 
rate, unit cost of goods sold will be 55^. 

b. If the price to retailers is reduced to 90^ per pair and 
total promotional expenditures remain at $100,000, the 
sales forecast for next year is 1,500,000 pairs, and unit 
cost of goods sold will be 50^. 

c. If the price to retailers is left at $1.20 per pair and total 
promotional expenditures are increased to $200,000, the 
sales forecast for next year is 1,300,000 pairs and cost of 
goods sold per unit will be 54^. 

d. If the price to retailers is reduced to 90^ per pair and 
total promotional expenditures are increased to $200,000, 
the sales forecast for next year is 1,700,000 pairs and 
cost of goods sold per unit will be 45^. 

Assuming that the marketing manager has ruled out all other 
alternatives but these four, which alternative should he 
select, and why? 

16. The marketing manager of Conant Products Company is 
faced with the problem of deciding which of two prices should 
be placed on a new product. The two prices under considera- 
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tion are $10 and 112. The marketing research department 
has prepared probability forecasts of average annual sales of 
the new product for each of the two prices as follows: 


If unit selling price 
is $10 


If unit selling price 
is $12 


The probability is 


10 % 

40 

40 

10 

The probability is 


15% 

55 

25 

5 


That sales will be 


0— 5,000 units 
5,000—10,000 
10,000—15,000 
15,000—20,000 

That sales will be 


0— 5,000 units 
5,000—10,000 
10,000—15,000 
15,000—20,000 


The controller has estimated cost of goods sold per unit at $6 
at a volume of 2,500, $5 at 7,500, $4.50 at 12,500 and $4 at 
17,500. The controller states that variable expenses per unit 
will amount to $2 per unit at all four sales volume levels. 
What price should be placed on the new product, and why? 



OPERATING 


DATA 

FOR 

MARKETING 

DECISIONS 

12 


Iniormation is needed both to begin and to cany through 
the analysis of any marketing problem. We need informa¬ 
tion in order to understand th^ nature of the problem 
(i.e., for conceptualizing it) and to predict the oonse- 
qumces of alternative ways of dealing with it. This 
chapter and the two that follow are deigned to acquaint 
you with some of the more important sources and uses 
of information for marketing decision-making and to ex¬ 
plain the principal analytical methods used execu¬ 
tives in working with such data. 


272 
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SCNIlilS lOi CLAtSfPYIN^ 
MARinmilS INFORMATION 

There are three main schemes for classifying information useful for mar¬ 
keting decision-making: (1) according to sources, (2) according to uses, 
and (3) according to whether it is qualitative or quantitative informa¬ 
tion. Before beginning our analysis of operating data, let us consider 
briefly each of these classification schemes. This should provide us witli 
a better background against which to appraise the significance of the 
later discussion. 


Classi/leation by Sources 

Marketing information may be classified as either internal or external. 
Internal information is made up mostly of data contained in or capable 
of being compiled or extracted from available company records. Examples 
of such internal sources include the firm’s operating statement, sales rec¬ 
ords, and production records. External information consists of data 
gleaned either from reports of governmental agencies, trade associations, 
and other “outside" organisations, or obtained from marketing research 
studies. In this chapter, we focus directly on internal data. In the next 
chapter, “Marketing Research," we will concentrate on external data. 

Classification by Usas 

Most uses of marketing information, of course, fall under the general 
heading of “decision-making," but executives also use such information 
for planning and control purposes. All three of these uses typically require 
information from both internal and external sources. For example, an 
executive attempting to make a pricing decision needs such internal data 
as that on production and marketing costs, and such external data as 
that concerning the strength of probable consumer demand at different 
prices. Similarly, when an executive is drafting plans preliminary to the 
market introduction of a new product, he needs such internal data as 
production costs at different levels of production and estimated storage 
costs, and such external data as the number of consumers who may buy 
the product and the likely intervals between first and repeat purchases 
by different classes of consumers. Similarly, an executive taps both in¬ 
ternal and external sources when he wants information for purposes of 
control. For example, in evaluating a salesman’s performance, an execu¬ 
tive would probably want to consider the individual’s sales record (in¬ 
ternal) and the territorial sales potential (obtained from external 
sources) In this chapter, as we said earlier, we concentrate on data gath¬ 
ered from internal sources. We will illustrate how such internal data is 
put to use in making marketing decisions, some of which have planning 
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and controlling implications. The fact that putting information to use 
in decision-making typically requires the tapping of eirtemal as well as 
internal sources will become increasingly apparent as our discussion 
progresses. 


Qualitathf and Quanfifafiva Information 
Qualitative information is factual information expressed in general 
terms. An example would be information on whether a competitor plans to 
come out with a given type of new product. Quantitative information, 
in contrast, is expressed in numerical terms as, for example, the fact that 
the potential trading area of a proposed new supermarket contains 13,500 
families with a median family income of $7,500 per year. Both qualita¬ 
tive and quantitative items of information are required for making mar¬ 
keting decisions. Many items of qualitative information are relatively 
easy to obtain simply through reading business magazines and trade 
journals, casual conversations with other executives and through per¬ 
sonal observation. For example, a marketing executive might first learn 
that a competitor has launched a new product through reading about 
it in the trade press, or from a chance remark made by his seat com¬ 
panion on the Chicago-to-New York flight or from actually seeing the 
new competitive item on sale in a local supermarket. Other items of 
qualitative information, however, are relatively difficult to come by— 
for example, reliable and valid information on what motivates consumers 
to buy specific products and brands. Except in a comparatively few 
cases, as where published government and trade association statistical 
reports are available, quantitative items of information are generally 
much more difficult to obtain than most qualitative items of information. 
In most cases, quantitative data must be collected from internal and ex¬ 
ternal sources and rearranged into forms which will facilitate the analy¬ 
sis leading up to decision-making. In this chapter we are mainly concerned 
with quantitative itetns of information and the rearranging of such items 
into forms which facilitate decision-making. Nevertheless, the fact that 
qualitative items of information can and do significantly affect marketing 
decision-making will also be evident. 

THI OPtRATINO STATIMINT AND OPIRATIN* RATIOS 

The operating statement, or profit-and-loss statement as some compa¬ 
nies call it, is the most widely-used internal source of marketing infor¬ 
mation. Marketing executives should be well-versed in the accounting 
concepts which are used in preparing the operating statement, and they 
must know how to use this statement as a tool in the making of mar¬ 
keting decisions. The operating statement, by definition, is a financial 
summary of operating results for some given period, usually a mcmth 
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or a year. It shows whether the firm operated at a profit or a loss, and 
explains how that profit or loss resulted from the quantitative relation¬ 
ships which existed between sales and cost of goods sold and expenses. 
By “cost of goods sold,” we mean the total cost value of the goods ac¬ 
tually sold during the period and not the value of the goods on hand at 
any particular time. By “expenses,” we mean the marketing, general, 
and administrative costs incurred by the business during the operating 
period. If the number of dollars of sales income earned during the period 
exceeded the total dollars obligated for cost of goods sold and expenses, 
then the operating statement shows a net profit. If the total dollars of 
sales income were smaller than the total of cost of goods sold and ex¬ 
penses, the operating statement shows a net loss. In the previous chapter, 
we showed these relationships among the basic components as follows: 

Sales 

Minus: Cost of Goods Sold 

Equals: Gross Margin (or Gross Profit) 

Minus: Expenses 

Equals: Net Profit (or Net Loss) 

This skeleton operating statement portrays only the relationships 
among the major operating items—sales, cost of goods sold, and exptenses. 
Each major item is, in its turn, the result of a set of relationships existing 
among more detailed items of financial operating data. Exhibit 12.1 below, 
an operating statement shown in considerable detail, illustrates these sev¬ 
eral sets of relationships as well as the interrelationships existing among 
the major operating items. 

The “Percentages” column in Exhibit 12.1 expresses the relationships 
between net sales and several important items in the operating state¬ 
ment. These operating ratios are always expr^ed as a percentage of net 
sales with net sales equal to 100 per cent. The rationale for computing 
all operating ratios with net sales as the base, i.e., the denominator or 
100 per cent, is that all costs, expenses, and profits (if any) must come 
out of the proceeds of net sales. Thus, when a businessman says his net 
profit is 5 per cent, he means that net profits are 5 per cent of net sales. 
Similarly, when he says that his gross margin is 33 per cent, he means 
that gross margin is 33 per cent of net sales. 


The Gross Margin katio 

The gross margin reflects the difference between sales and the cost of 
the goods that have been sold. Expressing this amount as a ratio of net 
sales allows comparison with previous operating periods, or with com¬ 
petitors when industry data are available. The gross margin ratio may 
be increased or decreased in two ways—by changing the selling price 
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liUUt 12.1 

Op«r«tlng StetMuant for fko Yoor Ending Doeombor 31, i9Eu- 






PtreerUaget 

Qron Sales 



$1,060,000 

mm 

Less: Returas A Allowances 



60,000 

5.0 

Net Sales 



$1,000,000 

100j0% 

Cost of Goods Sold: 





Opening Inventory @ cost 
Purchases ® Billed Cost 

1650,000 

$100,000 



Less: Piurchase Discounts 

15,000 




Net Cost of Purchases 

$835,000 




Plus: Freight-ln 

Net Cost of Purchases 

40,000 




Delivered 


676,000 



Cost of Goods Handled 


r75,000 



Less: Closing Inventory @ Cost' 
Cost of Goods Sold 


165,000 

610,000 

610 

Gross Margin (or Gross Profit) 

Expenses: 



$ 300,000 

39.0% 

Advertising 

$ 40,000 




Sales Salaries & Commissions 

105,000 




Warehousing & Delivery 

60,000 




Administrative 

40,000 




General A Other 

Total Elxpenses 

Net Profit on Operations (before 

60,000 


335,000 

33A 

federal income tax) 



$ 55,000 

6A% 


per unit, and by chai|ging the cost per unit. When a marketing executive 
believes his gross margin ratio is high or low in relation to his own past 
performance or the experience of his competitors, he may try to change 
his prices, reduce his costs, or both. Thus, a retailer alerted by an ab¬ 
normally low gross margin ratio might re-evaluate his buying procedure 
to find more economical sources of supply, improve his working capital 
position so as to take advantage of cash discounts, improve his traffic 
control so as to decrease freight costs, or improve his merchandise selec¬ 
tion so as to command higher markups. In the same manner, a manu¬ 
facturer might be alerted to reduce his production costs or improve his 
product so as to command a higher markup. Without this analytical 
tool such inefficiency might go unnoticed. 

Thw Bxp^nm fkrfio 

The expense ratio provides the basis for a regular evaluation of the re¬ 
lationship between sales, gross margin, expenses, and profit. It is not 
concerned with a breakdown analysis of individual expense oategories 
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(duciissed later in this chapter) but with a comparison of total mcpenses 
and other figures on the operating statement. The ratio of expense to 
sales may vary considerably between companies, even in the same in¬ 
dustry. A company that attracts its customers mainly on the basis of 
low prices naturally will spend less on selling and will, thus, have a low 
expense ratio. A company that emphasizes promotion rather than prices 
as a means of attracting patronage will have a high expense ratio. For 
this reason, expense comparisons between companies must be made with 
caution. However, the expeme ratio allows management to compare cur¬ 
rent expenses with those in other operating periods. 

Sales R»turns and Allowances Ratio 

This ratio, like all other operating ratios, is expressed as a per cent of 
net sales, even though sales returns and allowances are subi^aoted from 
gross sales in order to arrive at the net sales figure. Analysis of sales 
return and allowance ratios helps management to determine whether 
these figures represent normal or abnormal experience. A certain number 
of returns and allowances are expected because of human error and prod¬ 
uct failings, but excessive returns may reflect bad merchandise or over¬ 
selling. 


Not Profit Ratio 

This widely-used and well-known operating ratio relates most directly 
to the profit objective of most businessmen, but used alone it has only 
limited value A change in profits may alert management to possible 
trouble, but since profit results from a combination of sales, gross mar¬ 
gin, and expense, an evaluation of all these ratios may be necessary to 
pinpoint the cause of the change in profits. Tn the same manner, if man¬ 
agement wishes to increase profits, the proposed operational changes 
should be analyzed in light of the other operating ratios. For example, 
a retailer might want to estimate the effects on net profit of an antici¬ 
pated increase in “store traffic.” “Supposing,” he says, “that increased 
store traffic causes a 60 per cent rise in sales but requires the hiring of 
two additional clerks thus raising weekly expenses by $188.” “I would 
expect,” he continues, “that the percentage relationship of cost of goods 
sold to sales would be unchanged.” The weekly operating statement of 
the retailer's store together with the expected operating statement for 
the next week based on his i^sumptions are shown on page 278. 

This analysis indicates that the retailer’s dollar profits will rise from 
$30 to $40 a week, but the net profit percentage (profit expressed as a 
per cent of sales) will fail from 3 per cent to 2.5 per cent. It is quite pos¬ 
sible, then, for a change in operations to produce more net profit dollars 
but a nnaller net profit percentage. This, of course, does not always hap- 
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pen, but it does happen often enough for bu^essmen to be aware of 
the possibility. Maiiceting men nearly all agree that the dollar payoff 
is the most important item to consider, but they also agree that the per* 
centage relationships are helpful in making contrasts and comparisons. 



Present Situation 

Contemjdated Situation 


S 

% 

$ 

% 

Sales 

$1,000 

100% 

$1,600 

100% 

Cost of Goods Sold 

670 

67 

1,072 

67 

Gross Margin 

1 330 

33% 

$ 528 

33% 

Expenses 

300 

30 

488 

30.5 

Net Profit 

S 30 

3% 

$ 40 

' 2.5% 


OTHM ANALYTICAL RATIOS 
AND THIIR USIS IN DiCISION-MAKINO 

Several analytical ratios serve as everyday aids which marketing execu* 
tives use in their decision-making. Included among these ratios are the 
markup, the markdown, and the rate of stocktum. These ratios are so 
well-known, in such wide usage, and so basic to marketing decision¬ 
making, that they constitute the main subject matter of '‘marketing 
arithmetic.” Although only simple calculations are required, you should 
make every effort to understand fully the ideas and terminology involved. 
One preliminary word of caution is in order: The following discussion 
often uses retailing-type situations to illustrate the analsrtical ratios and 
their uses. Wholesalers also use these ratios, but the methods of cal¬ 
culation are identical and there is no need for “duplicate” illustrations. 
These particular ratios do not apply directly to the operations of manu¬ 
facturing firms but apply instead to the operations of middlemen handling 
the products of manufacturers. Thus, marketing executives in manufac¬ 
turing firms cannot afford to ignore these ratios. Such marketing execu¬ 
tives not only should know how middlemen use these ratios, but should 
use them themselves in planning their own marketing and promotional 
programs. Marketing executives at all distribution levels need to know 
and understand the fundamentals of marketing arithmetic presented on 
the next few pages. 


Markvp 

The amount by which an item’s selling price exceeds its cost to Uie seller 
is known as the markup. When, for example, a discount house pays $15 
for a transistor radio and pric^ it at $20, the $5 difference is the murkup. 
Out of the total of all such markups placed on all of the items it sells. 
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tiie discount house seeks to cover its expenses and earn a net profit. No¬ 
tice that so far we have discussed markup only in terms of dollars. 

A businessman not only ^inks of a markup in terms of so many dol¬ 
lars and cents but also as some percentage either of original selling prim 
or of cost He often uses the markup concept, in other words, as an ana- 
l 3 rtical ratio to express the relation between dollar markup and original 
dollar selling price or dollar cost. If an automobile dealer pays the manu¬ 
facturer $2,400 for a vehicle and prices it at $3,000, his markup percent¬ 


age is 20 per cent (i.e., 


$600 

$3,000 


) on the selling price and 26 per cent (i.e.. 


S600 

^ sellers use original selling price rather than 

cost as the base, and whenever we speak of markup as a percentage, we 
will mean markup as a percentage of original selling price. Keep in mind, 
however, that under either system of computing markup percentages, 
you are dealing with the same dollar markup. In one system you relate 
it to dollar selling price, in the other you relate it to cost. In order to 
clarify the relationship between these two markup systems, consider 
Figure 12.1 below, which illustrates the situation mentioned earlier where 
the auto dealer priced a vehicle at $3,000. 


Pereentaffe$ Based on Selling Price 


nt«r« 11.1 

Percentages Based on Cost 


100 % 

= I Selling Frioe 
- $3,000 



1600 Markup 


$2,400 Coet 


! 


26% 


100 % 


125%ofQoet 
=; $ Selling {Hrke 
= $3,000 


Laymen often get confused when a retailer says, for example, that he 
decides on the selling price of an item by marking it up by some per 
cent of the selling price. When asked how he can apply a percentage 
markup to a selling price which he doesn’t even know yet, but which he 
is trying to determine, the retailer answers: “Very.simple. All I do is 
divide the dollar cost by the coet percentage.” What the retailer is trying 
to explain can be shown more clearly if we refer to the diagram above. 
The auto dealer knows the dollar cost ($2,400) and if his desired markup 
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percentage on the selling price is 20 per c^t, he can simply subtract this 
from the selling price percentage (100 per cent) to determine the cost 
percentage of 80 per cent. Then, dividing the 12,400 .dollar cost by the 
^ per cent expressed as a deamal, he arrives at the selling price of 
83,000. Or, shown in the form of an equation, this is what the dealer does: 


$2,400 (Dollar Cost) 

.80 (Cost % expressed as a decimal) 


= $3,000 (Selling Price) 


Notice, too, that if the dealer knew how many dollars of markup he 
desired, and also the markup percentage he wanted, he could calculate 
not only the selling price but also how much he could pay the manufac¬ 
turer and still realize the desired dollar and percentage markups. The 
relevant calculations are: 


$600 (Dollar Markup) 


.20 (Markup % expressed as a decimal) (Selling Price) 

$3,000 (Selling Price) — $600 (Dollar Markup) = $2,400 (Cost) 
Selling Price (100%) — Markup (20%) = Cost (80%) 


It is often necessary to convert a markup percentage from one base to 
the other. One way to make such a conversion is to draw a diagram (simi¬ 
lar to those we have been using), insert the percentages you know, and 
find the percentage you are looking for through a few simple algebraic 
calculations. Assume, for example, that you are using a 40 per cent 
markup on the selling price and want to find the equivalent markup per¬ 
centage based on cost. You start by drawing the following diagram: 

Hflar* 12.2 

Pereentaget Bated on Selling Price Pereentagee Bated on Cott 


Sellitig Price 


= 100% 



Selling Prioe 
= 100% 4 *% 


Ydu have no difficulty in writing in the known percentages based on 
selling price: 40 per cent markup, 60 per cent C(Mt, and 100 per cent sell¬ 
ing price. You also know that under the cost percentage markup system, 
cost equa s 100 per cent, so you insert that figure. You now label the 
markup percentage based on cost as x per cent and the resulting selling 
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price as 100 per cent -h x per cent and assemble the pertinent known and 
unknown percentages into an equation: 

40 X 

100 100 + X 

Now, cross-multiply and solve for x: 

4,000 + 40x = lOOx 
4,000 = 60x 

X = 66%% = Markup % on Cost 

If you knew the markup per cent on cost was 66% per cent and 
wanted to determine the equivalent markup per cent on selling price, 
then, of course, markup per cent on the selling price would be labeled x% 
cm the diagram. This results in the following equation and solution: 

X ._66% 

100 - X “■ 100 

lOOx =6666%-66%x 
166%x =6666% 

X = = 40% = Markup % on Selling Price 

loo% 


Both types of conversion calculations, therefore, can be expressed as 
formulas: 


Markup % on Cost = _ %. _ 

100% — Markup % on Selhng Price 


Markup % on Selling Price = 


Markup % on Cost 
100% 4- Markup % on Cost 


If you remember that the markup per cent on cost is always larger 
than the equivalent markup per cent on selling price, you should have 
little difficulty in remembering which formula has the ” and which 
has the 


Markdown 

Merchandise does not always sell at the original selling price placed on 
it, and a seller may, in an effort to ‘‘make it move,” mark down, or re¬ 
duce, the price. When a gift shop proprietor, for example, concludes that 
a fancy ashtray is not going to sell at the |10 price he put on it in the 
beginning, he may mark it down to $7.50 at which price a customer 
finally buys it. The difference between the original selling price and the 
actual selling price is called the markdown. The dollar markdown,, then, 
is $2.50 in the ashtray example. Retailers customarily compute mark- 
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down percentages using actual selling price ratibier than original selling 
price as the base. So when an item is marked down from flO to $7.50, 
the $2.50 price reduction is a 33 H per cent markdown (i.e., $2.50/17.50). 

Markdowns do not appear on the operating statement, since the first 
item on the statement is gross sales and markdowns occur before sales 
are made. Notice, however, that “allowances to customers” does appear 
on the operating statement, and such allowances can properly be viewed 
ae markdowns. Most markdowns occur before sales are made, but some 
keep sales from becoming unmade! To illustrate this point, again con¬ 
sider the ashtray example. Suppose the gift shop proprietor had actually 
sold the ashtray at the $10 price, but the customer became dissatisfied 
with the purchase and brought it back to the store. The proprietor, 
seeking not only to keep the sale from coming undone but wanting 
to keep the customer’s goodwill, might say “Keep the ashtray and 
I’ll grant you a $2.50 allowance.” If the customer agrees, the accounting 
system will show $10 as the original sale, $2.50 as the allowance to the 
customer, and $7.50 as the net amount of the transaction. Because mark- 
downs and allowances to customers are both downward adjustments in 
price, merchants ordinarily lump both together in calculating the mark¬ 
down ratio for the operating period. Although the accounting system 
automatically records data on allowances to customers, a supplementary 
record system is required for obtaining data on other markdowns. 

All merchants should recognize that every item in their stocks carries 
some possibility of having to be marked down. Such markdowns can 
occur either before or after sales are made. Both types should be taken 
into account in setting original selling prices, for the total of original 
markups should be sufficiently high that subsequent markdowns will not 
reduce sales below the total of cost of goods sold and expenses. The 
formula, then, for computing the markdown ratio is: 

Markdown ^ ^ Allowances to Customers + $ Markdowns 

Net Sales 

One additional comment must be made about this formula. The mark¬ 
down percentage is computed for an operating period. The accounting 
system provides the figures on allowances to customers and net sales, and 
the supplementary record furnishes the figure for dollar markdowns 
taken during that period. This means, then, that some marked-down items 
probably have not been sold and are still in stock. Entries are made in 
the'supplementary markdown record at the time markdowns are taken, 
not at the time marked-down items are sold. 

The markdown ratio is a useful analytical tool and control device. It 
provide informarion needed in planning original markups, and its eadst- 
enoe serves as a reminder to pricesetters that prices have to be set (sooner 
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or later) at prices customers are able and willing to pay. If the original 
markup is too high to satisfy the market, markdowns are inevitable, but 
if the original selling price is realistic, markdowns are unnecessary. The 
markdown ratio is used, too, as a measure of the efficiency of store buy¬ 
ers and retail sales personnel, since reasonably low markdowns are an in¬ 
dication of effective buying, realistic pricing, and good selling. When 
used as a performance measure in this way, however, management should 
define what it considers a “desirable" markdown ratio to serve as the 
standard against which bu3nng and selling efficiency can be appraised. 
Such standard markdown ratios are derived either through studies of 
store markdown ratios over past periods or from reports of trade asso¬ 
ciations revealing the maricdown experiences of stores in different lin^ 
of trade and of various sizes. 


Sfoclrftirn 

The stockturn rate is another analytical tool used by management for 
measuring operating efficiency. This rate indicates the speed at which the 
inventory “turns over"—^the number of times the average inventory is 
sold during an operating period. If a retailer, for instance, starts the year 
with an inventory having a cost value of $20,000 and ends the year with 
a $30,000 inventory valued at cost, we will assume his average inventory 
at cost value has been $25,000. If the cost of his goods sold during the 
year amounted to $100,000, we say that his business had a stockturn 
rate of 4, calculated as follows: 


stockturn Rat. = Cost ot Goode Sold 

Average Inventory at Cost 


$ 100,000 

% ($20,000 + $30,000) 


This retailer, in other words, sold his average inventory four times 
during the year, or once every three months. If this retailer makes' a 
net profit of three cents every time he sells something which cost him 
a dollar, we can say he had a return of 12 cents (3 cents x 4) on each 
dollar invested in the inventory during the year. 

We computed the stockturn rate above by the method most commonly 
used by retailers and wholesalers. Both the numerator and denominator 
in the formula were expressed in terms of cost figures which are readily 
available from the accounting records. Inventories, both opening and 
closing, are commonly valued at cost and, of course, so is the cost of goods 
sold. There are, however, some businesses, mostly department stores but 
also some other large retailers, which value their inventories at resale 
prices rather than at original replacement cost. These businesses, to put 
it uiother way, value their inventories in terms of selling prices ratiier 
than in terms of costs, and are said to use the “retail method" of in- 
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ventoiy valuation. In such businesses, the following fonnula is used for 
computing the stocktum rate: 


Stoektum Rate = 


_ Net Sales (I) _ 

Average Inventory @ Selling Price 


Thus, for example, a department store using the retail method of in¬ 
ventory valuation mii^t start the year with a $100,000 inventory at 
retail and end it with an inventory of $80,000 at retail, or an average of 
$90,000. If net sales during the year were $720,000, the stocktum rate 
would be 8 (i.e., $720,000/890,000). Notice that the only real differ¬ 
ence between this formula and the earlier one is that here we express 
the numerator and denominator in terms of selling price rather than in 
terms of cost. Whenever the stocktum rate is to be computed, both the 
numerator and denominator always have to be in the same terms. 

This leads us to the third method of computing stocktum rate—^by 
dividing sales in units by the average inventory in units. The fonnula, 
then, for this calculation is: 

Stocktum Rate = -§»»« - 

Average Inventory in Units 


This formula is used mainly in two types of situations. One concerns 
the store which handles only one main product, such as shoes or ice 
cream, making it practical to record sales and inventories in terms of 
merchandise units—i.e., in pairs of shoes or gallons of ice cream. The 
second type of situation involves the management of a retail or whole¬ 
sale firm which wants to determine how rapidly its stock of a given item, 
such as tall cans of Carnation milk, is turning over. Management might 
want this information, for instance, in order to determine whether or not 
the inventory of the item is of optimum size, and whether the maximum 
return on the investment in the inventory of the particular item is being 
obtained. Not many businesses keep track of their inventories and sales 
in units by type of item for all their stocks, although some stores, such 
as those handling ''high fashion” merchandise, do find it advisable to 
maintain such unit control. Most retailers of more staple items, such as 
groceries and drugs, carry so many t 3 rpes, brands, and sizes of items that 
they find it more convenient to employ a common denominator for pur¬ 
poses of computing stocktum rates for their entire businesses, for in¬ 
dividual departments, or for other segments of their operations. The 
dollar^ of course, is the common denominator most convenient for these 
purposes. For example, a retail grocer who stocks ice cream, many brands 
and sizes of canned and frozen fruits and vegetables, and literally thou¬ 
sands of other items, does not even attempt to add gallons of ice cream 
to cans of string beans to units of all the other items. He simply converts 



OMERAtlNO DATA TOB MABBJBTIKO D1CI8IONB 385 


them all mto dollar valuee, either at retail or at cost prices, and only 
then does he make his stocktum calculations. 

The stocktum rate provides a yardstick for measuring operating ef¬ 
ficiency. An increase In the rate of turnover oi capital invested in in¬ 
ventory will normally increase total profits, unless the net profit ratio 
is decreased proportionally. Thus, a higher stocktum is a much sought 
after goal of management. The stocktum rate is also used as a basis for 
comparing the effectiveness of competing branch operations or retail 
outlets. The unit with the highest stocktum rate is probably the i.iost 
efficiently managed. However, this is not always true. An exunple will 
illustrate this point. Suppose, now, that in a given retail shoe chain Store 
A in some year carried an average inventory of 1,000 pairs of shoes and 
sold 3,000 pairs during the year, giving it an annual stocktum rate of 3 
(i.e., 3,000/1,000). Store B in the same chain had an average inventory 
of 1,500 pairs and sales of 3,000 pairs, giving it a stocktum rate of 2 (i.e., 
3,000/1,600). Which of these two stores was the more efficient? Offhand, 
we might conclude that A was more efficient than B, since A reached 
the same sales level as B and did so writh a smaller average inventory. 
But waitl Do we really have all the facte we need to judge this case? 
Isn’t this a good example of a situation where we need some qualitative 
information before we can do a good job of interpreting quantitative 
information—i.e., the two stocktum rates? Where, for instance, are A 
and B located? A, the store with the fastest stocktum rate, might be 
across the street from the shoe factory with the opportunity to replenish 
inventory daily while B is 3,500 air miles away in Anchorage, Alaska 
with the necessity of maintaining a large reserve inventory. Also, sup¬ 
posing A catered only to men, while B carried shoes for the whole family, 
necessitating a much larger basic stock? Or, perhaps, A handled only 
low-priced, low-margin shoes, while B specialized in higher-priced, high- 
margin shoe lines. These and similar considerations should cause us to 
be cautious in drawing conclusions based on differences in stocktum 
rates among stores. Of course, such considerations are less likely to be 
important when the stocktum rate is used in comparing the operating 
efficiency of the same store during two different time periods. 

BBIAK-IVIN ANAlTfIS 

Break-even analysis is used by marketing executives for analyzing prob¬ 
lems involving operating data. It is a technique for studying how costs 
vary at different levels of sales volume and, because the interrelationship 
of costs and sales volume determines the amount of profit (or lews), 
break-even analysis helps in estimating the effects on net profits of vari¬ 
ous alternative solutions to a given marketing problem. The technique 
can be used, for example, to show the likely effects on net profit of op- 
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tfsting at different sales volumes, of pricing the product at varicnis prices, 
of changing the sales compensation method, and of altering the amounts 
invested in advertising. Break-even analysis, in other words, can be help¬ 
ful in analyzing any marketing problem in which alternative solutions 
differ as to their impact on costs and/or sales volume. For example. Al¬ 
ternative A may increase costs and result in a more-than-offsetting in¬ 
crease in sales volume, while Alternative B may decrease costs with sales 
volume staying about the same as before. Break-even analysis provides 
a technique for evaluating the relative effects on net profit of such al¬ 
ternatives. 


Bnak-Eymn Chart 

Figure 12.3 shows a typical break-even chart. Notice that the break¬ 
even point occurs at the operating level where total costs equal total 


nt«r« 1X.S 



Total Cost 


Total 

Variable 

Cost 


Total 

Fixed 

Cost 


sales revraue. This point, in other words, tells us the number of units 
of product which must be sold at a particular price in order for the firm 
to barely cover its total costs. If sales volume goes beyond this point, 
each additional unit of product sold brings in some net profit. Each sale 
before reaching this point is at a loss. 

Notice particularly that in order to construct a break-even chart, costs 
must’be segregated into two categories—fixed and variable. All coste, 
of course, are variable over very long periods of time, but in shorter 
periods (as are imi^icit in the noUon of break-ev^ analysis) some costs 
do not vary with the output rate and are known as “fixed costs.” OUier 
costs vary more or less proportionately to and automatically with the 
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outiHit rate and are called “variable costs.” Examples of costs usually 
classified as fixed, at least in the short-run, include salaries, rent, heat, 
light, depreciation, local property taxes, bond interest, and promotional 
expenses. Examples of variable costs, those that vary proportionately and 
somewhat automatically with the quantity produced or sold, include costs 
of raw materials, direct labor (when on a piece rate or hourly basis), 
salesmen’s commissions, and costs of packaging, packing, warehousing, 
and shipping. 

The two-way classification of costs into fixed and variable still leaves 
unresolved the problem of those costs which are partly fixed and partly 
variable. Consider, for instance, the expense item “bookkeepers’ salaries.” 
A small sales increase might not increase this expense at all, since the 
present bookkeeping force probably could handle the small extra work 
load. But if sales should rise markedly, say by 25 or 30 per cent, more 
bookkeepers would have to be hired, causing an increase in the expense 
item “bookkeepers’ salaries.” The simplest and most practical way to 
resolve this classification problem is to count any cost as fixed if its 
amount is not completely variable in relation to the quantity of output. 
Therefore, for purposes of making break-even calculations, semi-fixed 
costs are treated the same as though they were wholly-fixed costs. 

Computation of Broak-Evon Point 

If we want to determine the break-even point mathematically rather 
than graphically, there are three steps to go through. The first, which is 
also needed for graphic break-even analysis, is to total up fixed costs for 
the operating period (at a predetermined volume of output) and variable 
costs per unit. Second, calculate the umf contribution to fixed costs as 
follows: 

Unit Contribution _ Selling Price __ Variable (Dosts 
to Fixed Costs per unit per unit 

This unit contribution figure indicates the portion of the unit selling 
price which, after deduction of variable costs, will be left over and which 
can be applied against the fixed costs. The third step is to compute the 
break-even point itself—^i.e., the total number of units which have to be 
sold in order to cover total fixed costs. The following formula is used for 
ibis computation: 

Break-Even Point _ Total Fixed Costs _ 

(in units) Unit Contribution to Fixed -Costs 

If we now multiply break-even unit volume by the selling price per unit, 
we can simply and quickly calculate the dollar sal^ volume needed to 
reach the Imak-even point. 
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ILLUSTRATION OP KDBAK'BVBN CALCULATION. Assums that ths Empire 
Hatchet Company has total annual fixed costs of 140,000, variable costs 
per unit of $1.50, and plans to price its hatchets at $3.50 apiece. How 
many hatchets must Empire sell during the year in order to break even? 
Empire’s unit contribution to fixed costs is $3.50 — $1.50, or $2.00 per unit, 
and the break>even unit volume is; 


Total Fixed Costs _ $40,000 
Unit Contribution ~ $2.00 


20,000 units 


Thus, if Empire sells 20,000 hatchets, it will cover all its fixed and 
variable costs. If it sells the 20,001st hatchet. Empire will show a profit— 
one of $2.00. 

To obtain the break-even point in dollars, simply multiply break¬ 
even unit volume (20,000 hatchets) by selling price ($3.50), which yields 
$70,(X)0. To check this, add total fixed costs ($40,000) to variable costs 
per unit multiplied by break-even unit volume ($1.50 X $20,000, or 
$30,000), which means that total dollar costs also come to $70,000. At 
the break-even point, total dollar costs always equal total dollars of 
sales revenue. 


BBEAK-EVEN ANALYSIS AND EVALUATING DECISION ALTERNATIVES. Sup¬ 
pose, now, that Empire goes ahead and prices its hatchets at $3.50 and 
sells 30,000 hatchets, all it can produce with its present plant capacity. 
Management is fairly certain that 20,(XK) more hatchets could be sold 
at the $3.50 price, and estimates that the needed additional plant capacity 
would cause annual fixed costs to rise by $20,000; however, because of 
the greater output and improved production efficiency, variable costs 
would be brought down to $1.00 per unit. Should the plant be expanded 
to produce a total of 50,000 hatchets? Or should the company continue 
with a plant which allows it to sell no more than 30,000 hatchets an¬ 
nually? In this example then (admittedly an oversimplified one since 
in real life there would be many more alternatives), we have only two 
decision alternatives to evaluate: (A) expand the plant or (B) don’t 
expand it. 

If management selects Alternative A, the break-even point will rise 
by 4,000 hatchets, or $14,000. But if management’s estimate that 50,(X)0 
hatchets can be sold as easily as 30,000 is correct, annual profits will 
more than triple, rising from $20,000 to $65,0(X). Thus, in using break¬ 
even analysis as an aid to decision-making, we have shown that it is 
not enough to compute only the break-even point. The decision-maker 
must also take into consideration the likely changes in sales volumes 
that will occur with each alternative, at the same time he considers how 
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fixed costs and unit variable costs will change. In other words, manage- 
xnent is really more interested in the amount of profit at different sales 
volumes than it is in break-even points as such. 

AUemativt B 
Alternative A (Don't Export 

(Expand Plant ) Plant ) 


1. Total Fixed Costs 


S 60.000 


$ 40,000 

2. Variable Costs per Unit 


1.00 


IfiO 

3. Cont./Unit @ 13.50 Price 

4. Break-Even Unit Volume 


2A0 


2.00 

1. + 3. 


24,000 units 


20,000 units 

5. Break-Even Dollar Volume 





4. X S3.S0 


$ 84,000 


$ 70,000 

6. f Volume @ Plant Capacity 
(Selling Price X Capacity) 

7. Total Fixed Costs 

8. Total Variable Costs 

$60,000 

$175,000 

$40,000 

$105,000 

(VC/Unit X Capacity) 

9. Total Costs @ Capacity 

60.000 

110,000 

45,000 

85,000 

10. Annual Profit @ Capacity 


$ 65,000 


$ 20,000 


Appraisal of Break-Even Analysis 

The above illustrations have served to indicate that break-even analysis 
can be a useful tool in decision-making. But this tool has a serious limita¬ 
tion in that it uses the “net profit” rather than the “contribution to 
profit” approach to problems.^ The break-even point, by definition, is 
the volume where sales revenue equals total costs, both variable and 
fixed. Break-even analysis, then, considers total costs, rather than only 
those that are affected by the decision which would be consistent with 
the contribution-to-profit decision criterion. Because of this failure to 
formulate the problem in terms of the appropriate decision criterion of 
contribution to profit, break-even analysis has a serious conceptual de¬ 
fect for decision-making purposes. 

But even with this defect, break-even analysis is still useful as a tool 
to aid in decision-making. There are, according to Professor Howard, 
at least two types of situation where break-even analysis can help the 
decision-maker: (1) those where management is seeking to determine 
whether a problem exists, and (2) those where management in making 
decisions must consider the effects on net profit as well as on contribution 
to profit.* We can illustrate these two types of situations as follows: 

8J. A. Howard, Marketing Uanapement: Analysis and Derision (Homewood, Ill.; 

Richard D. Irwin, JM?), p. 176. 

4/Md.,p. 178. 
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1. To aid in determining whether a ‘problem exists. Suppose, for instftnee, 
that the management of a department store is considering the question 
as to how the store mi^t fare during a period of economic recession. By 
combining break-even analysis with estimates of the effect of falling con¬ 
sumer incomes on department store sales, the management might gain 
insight on whether a recession might present the store with a serious 
problem. 

2. To assist in decision-making, when management must consider effects on 
net profit as weU as on contribution to profit. Large advertising outlays 
in a current year, for instance, might result in the greatest long-term 
contribution to profit, but accounting practice is to classify such outlays 
as current expense. If management feels that stockholders will become 
disgruntled over a lower level of net profits in the near-term, it might 
decide not to select the alternative which would be the most profitable 
in the long-run. Break-even analysis can be used in such situations to 
suggest the net profit effects of different decision alternatives. 


SALES ANALYSIS 

Sales analysis consists of a thorough and detailed study of the com¬ 
pany’s sales records with the purpose of detecting marketing strengths 
and weaknesses. Although sales records are, of course, regularly sum¬ 
marized in the “sales” section of the operating statement, such summaries 
reveal next to nothing about either strong or weak features of the com¬ 
pany’s marketing efforts. Through sales analyses made at periodic in¬ 
tervals, management seeks to gain insights concerning such matters as: 
the sales territories where it is strong and where it is weak, the products 
responsible for the most and the least sales volume, and the types of 
customers who provide the most satisfactory and the least satisfactory 
sales volume. Sales analysis, then, is used by management to uncover 
significant details which otherwise lie hidden in the sales records. It pro¬ 
vides the pertinent items of information management needs in order to 
allocate future marketing efforts along lines which will bring greater 
return. 

Misdirected Marketing Effort 

In most businesses, a large percentage of the customers, territories, 
orders, or products bring in only a small percentage of the sales. One 
sales executive used the diagram on page 291 to illustrate this situation. 
He said “the column on the left represents our total number of dealers, 
and the column on the right our total dollar sales volume. The diagonal 
indfcates that about 80 per cent of our customers give us less than 15 
per cent of our volume.” ® Similar situations can be found in most com- 


5 Quoted in; C. H. Sevin, ffow Manufaeturern Reduce Their Distribution Voits 
(Washington, D.C.: U.S. Government Printing Office, 1948), U.S. Dept, of Commerce, 
Ecdnomic Series No. 72, p. 1. 
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paniM, a large per^ntage of the customers accounting for a small per¬ 
centage of the total sales and, conversely, a small percentage of customers 
accounting for a high percentage of total sales. And comparable situa¬ 
tions are found where a large percentage of the sales territories, products, 
and orders bring in only a small percentage of total sales. 

Such sales patterns do not always result in unprofitable operations, 
but operations are often less profitable than they would have to be. Now, 
why is this so? Simply because marketing efforts and, hence, marketing 
costs all too frequently are divided on the basis of customers, territories, 
products, orders, and so forth, rather than on a basis of actual or po- 

Pffar* 12.4 

Number of Dealers Sales Dollars 

100 % 



tential dollar sales. It usually costs, for example, just as much to main¬ 
tain a salesman in a good territory as in a bad one, almost as much tO 
promote a product that sells in large volume as one that sells slowly or 
not at all, and as much to have a salesman call on and service a cus¬ 
tomer who gives the company large orders as on another who orders 
in small quantities. It is not at all uncommon for a large proportion of 
the total spending for marketing efforts to result in only a very small- 
proportion of the total sales and profits. The first step management can 
take to improve such situations is to learn of their existence, and that 
is the important task assigned to sales analysis. 

Nature of Sales Records 

Before we work through an illustrative problem in sales analysis,.we 
must examine the sales records which serve as the source of data. Com¬ 
panies vary greatly in the type and form of information they have avail¬ 
able on sales. At one extreme, some have no information other than that 
recorded by the accountants as sales are made and, of course, carbons 
of customers’ sales invoices. At the opposite extreme, other companies 
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maintain sales records in great detail and have information readily avail* 
able and in usable form for making sales analyses by individual sales¬ 
men, by types of products, by classes of customers, by sises of orders, 
and by other pertinent classification systems. 

Whether a particular company lies at one of these extremes or some¬ 
where in between, the mpst important sources of data useful in sales 
analysis are the files of customers’ sales invoices. Each sales invoice typi¬ 
cally contains two types of information, both of which are essential for 
sales analysis. Each invoice has information which identifies and de¬ 
scribes the customer (e.g., his name and geographic location), and each 
contains data on the specific transaction (e.g., the date of the order, the 
products sold and the quantities, the price per unit, total dollar sales per 
product, and total dollar amount of the order) Companies with highly 
developed systems of sales analysis have been careful to organize these 
basic items of sales information systematically—i.e., in ways which facili¬ 
tate analysis. In more and more companies, thes% significant data are 
punched onto cards and fed into electronic data processing equipment 
whenever sales analyses are desired. 

Specific Purposes of Main Typos of Sales Analyses^ 

Earlier we said that the purpose of sales analysis was to detect market¬ 
ing strengths and weaknesses. Each of the main types of sales analysis 
is used to shed light on a different aspect of these strengths and weak¬ 
nesses. Analysis of sales by territories answers the question of how much 
is being sold where. Analysis of sales by products answers how much of 
what is being sold. Analysis of sales by customers answers the question 
of who is buying how much. Notice that all types of sales analysis relate 
to the question of how much is being sold, but each answers this question 
in a different way. Notice, too, the important fact that although sales 
analyses can identify different aspects of marketing strength and weak¬ 
ness, it cannot explain why they exist. The ‘why” question is the province 
and responsibility of the marketing manager, but he can, at least, look 
to sales analysis to “put the finger on” specific strengths and weaknesses— 
a necessary preliminary to any explanations of why they exist. 

Illustrative Problem—Se^es Analysis 

We present, in this section, an illustrative sales analysis used for the 
purpose of determining the relative importance of different categoriei of 
customers. The general approach shown here applies not only to customer 
sales analysis but to other types such as product sales analysis and ter¬ 
ritorial sales analysis. Essentially, any sales analysis must proceed 

SThit explanation ie adapted from: R. D. Crisp, Uarketing Research (New York: 

MoOraw-Hill, 1957), p. 134 
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through three steps: (1) establishment and definition of classifications 
to be analysed (e.g., customer groupings, product groups, or territorial 
areas), (2) tabulation of sales data according to the classification system 
being used, and (3) presentation of the results in terms meaningful to 
management. 

Our illustrative problem concerns a manufacturer whose products reach 
final markets through several different types of middlemen—^i.e., his prod¬ 
ucts move through a number of different channels of distribution.'^ The 
products are consumed mainly by industrial users but some also find their 
way into the hands of ultimate consumers. Although a few orders are 
sold directly to industrial users, most of the company's output is sold 
through various types of middlemen. This sales analysis by class of trade, 
then, proceeds as follows: 

STEP ONE—ESTABLISHMENT OF CUSTOMEB CLASSIFICATIONS. In SOme 
companies, there is no need for this step, since the company may have 
already established customer classifications—-e.g., by adhering to a stated 
distribution policy specifying the types of accounts from whom business 
is solicited. When no such clear-cut policy is in effect, the sales records 
have to be examined closely to identify the different classes of customers 
from whom business is being obtained, and to establish various cate¬ 
gories accordingly. We assume in this hypothetical company that it is 
necessary to examine the sales records; the examination shows that the 
customers can be classified as follows: industrial distributors, automo¬ 
tive parts wholesalers, hardware wholesalers, combination hardware 
wholesalers and industrial distributors, miscellaneous types of whole¬ 
salers, retailers, and direct accounts. 

STEP TWO—TABULATION OF SALES TO EACH CLASS OF TRADE. We asSUmC, 
in our example, that the company maintains individual customer account 
sales records, and that these records are on punched cards. This is a very 
fortunate assumption, indeed, for otherwise it would be necessary to go 
through the tedious process of sorting and tabulating original invoices 
prior to the tabulation we are concerned with here. As the sales records 
stand, however, all that has to be done is to set up a code for each cus¬ 
tomer classification, have the individual cards for customers punched 
according to this code, and run the cards through a data processing 
machine in order to sort out those for each customer grouping, and tabu¬ 
late the total sales for each group. 

7 This illuatration adapted from: C. W. Smith, Making Your Sales Figures Talk 
(Waahington, D.C.; U.S. Government Printing Office, 1953), Small BuBineae Adrain- 
iatration. Small BusineM Management Seriea No. 8, pp. 24-26. The reader who wanta 
to examine other Uluatrationa of aalea analyaia will profit greatly from reading thie 
intereating booklet. 



294 MABKSTINO IMCCraiOK-MAKlMO 


STEP THREE—FjBESENT THE RESULTS IN MEANINOPUL TERMS. Exhibit 

12.2 shows the results obtained by machine tabulation: 


IxMMt IM 

RMuth of Moehino Tobolotion of Solos by Clott of Cusfomor 


Clasa of Customer 

Number of 
Accounts 

Total Sales During 196 - 

(Rounded to nearest ilOfiOO) 

Industrial Distributora 

1,097 

% 4300.000 

Automotive Parts Wholesalers 
Comb. Hardware Wholesalers 

780 

3,460,000 

& Industrial Distributors 

266 

1,700,000 

Hardware Wholesalers 

206 

200.000 

Misc. Wholesalers 

410 

130,000 

Retailers 

666 

150,000 

Direct Accounts 

917 

170,000 

Totals 

4341 

310,000,000 


This information, although interesting, still is not in very meaningful 
form, so we will recast it in an attempt to bring out its significance. We 
can, in this illustration, do three main things to improve the presentation 
of the data: (}) present the statistics on sales and classes of accounts 
in terms of percentages, (2) calculate the average sales per outlet for 
each customer‘class, and (3) regroup the resulting data into two major 
categories—“wholesalers” and “all other.” After these recastings, we 
have Exhibit 12.3. 


Exhibit 12.3 

Analysis of Sales by Class of Customers 


Class of Customer 

% of Total 
Customers 
(nearest 1%) 

%of 

Total 

Sales 

Average 
Sales per 
Outlet 

WHOLESALERS 

Industrial Distributors 

25% 

42% 

13330 

Auto Parts Wholesalers 

18 

343 

4370 

Comb. Hardware Wholesalers 

k Industrial Distributors 

6 

17 

6,630 

Hardware Wholesalers 

5 

2 

970 

Misc. Wholesalers 

9 

13 

317 

Total Wholesalers 

63% 

963% 

33,646 

“ALL OTHER" 

Retailers 

16% 

13% 

3 225 

Direct Accounts 

22 

1.7 

185 

T$tal “AU Other” 

37% 

33% 

3 202 

TOTAL-ALL CUSTOMERS 

100% 

i(njo% 

32,80^ 
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Now what has this customer sales analysis revealed? It shows, for one 
thing, Uiat 37 per cent of the customers (the “all other” grouping) ac¬ 
count for only a little more than 3 per cent of sales and average orders 
only about Vi 7 th the size of those submitted by the average wholesaler. 
For another thing, it shows that the large orders come from just three 
classes of wholesalers, who together comprise 49 per cent of the total 
customers, but who also account for 93.5 per cent of total company sales. 

In short, our sales analysis has answered the question “Who buys how 
much?” but not the “Why?” Management would have to provide an ex¬ 
planation as to why this situation exists, and this explanation might 
lead to a thorough reappraisal of a distribution policy that results in 
such a pattern of sales volume. 


ANALYSIS OP MARKITINO IXPINSIS 

Sales analysis helps a marketing executive evaluate the sources of his 
company’s sales volume, and the next logical step in appraising the ef¬ 
fectiveness of its marketing efforts is to analyze marketing expenses. 
Before management can reformulate marketing policies in line with the 
objective of obtaining maximum long-term profits, it has to know what 
variations there are in the expenses of securing each segment of total sales 
volume. The analysis of marketing expenses has developed into a complex 
subject with many ramifications, and there are almost countless analyti¬ 
cal techniques in use.® In this discussion, we are interested in the ways 
marketing management can use marketing expense analyses rather than in 
the details of their preparation. The uses of such analyses can be shown 
effectively by seeing how one company analyzed the comparative costs 
of serving city and small town markets.® 

Cose Illustration—Marketing Expanso Analysis 
BACKQBOUND OF SITUATION. Laidlaw Manufacturing Company dis¬ 
tributed its line of consumer products through a sales force which called 
directly on retail stores in cities and towns of all sizes. Laidlaw sales 
executives had believed that big-city business was much more profitable 
than that from smaller towns, so sales and advertising efforts were con¬ 
centrated on the big-city outlets. This belief was based mainly on the 
assumption that big retail stores are located in big cities, while smaller 
stores are in the smaller towns. This assumption, however, was not borne 
out by a survey made by the company which showed that among the 


sThe reader intereeted in delving deeply into thia subject riiould consult: D. R. 
Longman and M. Schiff, Practical Dictribution Cost Aaaltftis (Homewood, 111.: R. D. 
Irwin, 19SS), or J. B. Heckert and R. B. Miner, Distribution Costs (New York: 
Ronald Press, 1953). 

Slliis case illnstration adapted and Munmarised from: C. H. Sevin, op. eit.f pp. SaM. 
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retail outleta canying the compimy products, there were many fairly 
large stores in small towns and many small stores in big cities. These 
survey results led the executives to undertake studies seeking an answer 
to the question: "Where can we distribute most profitably?" This over-all 
question was broken down more specifically into three sub-questions: 

1. What types and sises of outlets offer the greatest opportunity for 
profitable transactions? 

2. In what sizes of towns are these profitable types of outlets located? 

3. At what point is it more profitable to send sales and advertising 
dollars into smaller markets, instead of further saturating big-city 
markets? 

CLASBIFIOATION OP ACCOUNTS AND INITIAL ANALYSIS. The first Step WaS 
to segregate the customers into four sales-volume classifications (A, B, C, 
and D) based on their annual purchases from Laidlaw, and to determine 
the relative profitability of each classification. This step required that 
total marketing expenses be allocated to each customer, after which the 
expenses applicable to each classification could be deducted from the 
sales volume accounted for by each and the profitability determined. It 
was decided, therefore, to allocate marketing expenses to customer classi¬ 
fication as follows: selling expenses were apportioned on the basis of the 
number of calls made by salesmen; sales office and credit expenses on the 
basis of the number of customers* orders; handling, warehousing, and de¬ 
livery expenses on the basis of number of packing cases of product sold. 
The results of this analysis are shown below: 


Cu>tom*ri, ScIm, Ordare, 

DSitribution Coth, Greu Margins, and 
Nat Profit or Lou, by CHstomar-voluma Groups 


Number Salea nruf 


Cuatorher-volume 

yroupa, 

annual volume 
purchaaea 

Percent of of sales 
total calls 

numbei of per ilOOO 
customers of sales 

Number 
of orders 
pertlOOO 
of sales 

handling 

cost 

pertlOO 
of sales 

Gross 
margin 
pertlOOO 
of sales 

Net profit 
or loss 
per $1000 
of sales 

A. SfiO.OOOand 
over 

10.9% 

26 

IS 

$ 86 

$236 

$151 

B. 130,000 to 
S50.000 

21.9 

70 

22 

171 

251 

80 

C.-110,000 to 
130,000 

38.7 

213 

49 

467 

286 

182* 

D. Under 110,000 

38A 

757 

100 

347 

302 

545* 

Total or average 

100.0% 

84 

38 

$186 

$258 

$ 72 
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As this table revealed, there were tremendous differences in the amount 
of effort nettled to get 11,000 worth of sales from customers in different 
volume classifications. Although an average of only 26 calls were made 
by salesmen in m-der to get $1,000 in sales from A-fype customers, it 
was necrasary to make 757 calls on D-t 3 rpe customers and pr(M|)ect8 to 
obtain the same sales volume. Fifteen orders from A-type customers pro¬ 
duced $1,000 in sales, but it took 100 orders from D-type customers to 
get the same amount of sales. The ratio of calls to orders was less than 
two to one for A-type customers, but more than seven to one for D-type 
customers. 

The results showed further that C- and D-type customers were un¬ 
profitable as a group. The C group were responsible for a net loss of 18 
per cent of sales, and D accounts caused the company to lose more than 
64 per cent of every sales dollar—eating up profits the company made 
on A and B accounts. Examination of other sales records also revealed 
that these unprofitable accounts (i.e., C- and D-type customers) made 
up more than two-thirds of all the active accounts. 

CUSTOMER ANALYSIS BY CITY SIZE. The next Step was to tabulate all 
customers into two groups, one made up of A- and B-types and the other 
of C- and D-types, according to the size of city in which they were located. 
The results of this analysis are shown below: 

Distribution of Customor-velumo Groups by Sito-of-City Groups 
(Porcontogo of Totals) 



Customer-voliime group 

1 


A andB 

C and D 

Total all 

Sixe-oJ-city~group 

customers 

customers 

customers 

500,000 and over 

26.0% 

74.0% 

100.0% 

100,000-499,999 

32.4 

67.6 

100.0 

30,000-99,999 

36.0 

64.0 

100.0 

10,000-29,999 

42.2 

57.8 

lOOi) 

2,500-9,999 

39.7 

60.3 

IOOjO 

Under 2,500 

26.8 

732 

100.0 


This analysis revealed, in other words, that the ratio of profitable 
(A plus B) accounts to total accounts reached a peak of 42.2 per cent in 
the cities of 10,000 to 20,999 population. In fact, the ratio of profitable 
(A plus B) accounts to total accounts was higher in every size of town— 
including towns under 2,500—than it was in large cities of over 500,000 
population. 

By way of contrast, 74 per cent of the customers in the lari^st citi^ 
were in the unprofitable (C and D) groups. This prompted executives 
to examine sales records of individual customers more closely. They 
discovered that over half of the A-type customers with annual purchases 
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of 150,000 and over were located in towns coming within the three 
smallest population brackets—^towns with leai than 30,000 people. Aver¬ 
age sales to A and B customers in ev«i the smallest towns was several 
times tiiat of unprofitable C and D stores in the large cities. But, A and 
B customers in places of over 30,000 population were of larger avm*age 
sise than A and B customers in smaller places. Furthermore, ^ecutives 
realised that Laidlaw salesmen had to iravel farther in order to reach 
the large stores in the small towns. ^ 

The next step, accordingly, was to find out whether there were varia¬ 
tions in marketing expenses and profits by size of city as well as by 
volume of customers’ purchases. Consequently, the data underlying the 
figures shown in the previous table were reclassified, resulting in a tabu¬ 
lation of marketing expenses and net profit or loss for profitable and 
unprofitable accounts in each size of city. The results of this tabulation 
arc shown below: 

N*t Profit or Lou por $1,000 of 
Saloi for Cuttemor-volumo Group* by Siio-of-eity Groups 

A and B C and D 

Size-oj-dty group cuatomerz customers 


600,000 and over 

1102 

$-303 

100,000>490,099 

112 

-261 

30,000-09,909 

121 

-252 

10,000-29,999 

116 

-274 

2,500-9,999 

108 

-287 

Under 2,500 

91 

-353 


Much to the executives* surprise, the highest rate of profit per $1,000 
of sales, $121, was obtained from A and B customers in cities within the 
30,000 to 99,999 population bracket, rather than from those in the large 
cities. In fact, A and B stores in the large cities were, as a group, less 
profitable per $1,000 of sales than A and B stores in cities in all other 
population brackets except those under 2;500 population. Further analysis 
uncovered the reasons for this. It was found that A and B accounts in 
small towns ordered much less frequently and placed much larger orders 
than comparable customers in large cities, so that their lower selling and 
Handling costs more than compensated for the higher traveling expenses 
required to solicit their orders. This led to a related study of the average 
order size of the different customer classifications with the following 


results: 

A 

B 

C 

D 

City-Bite Groups 

Accounts 

Accounts 

Accounts 

Accounts 

Small towns 

138 

127 

$10 

112 

Large cities 

25 

18 

6 

5 
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This same study revealed that A and B accounts in the smaller towns 

were, on the average, growing faster than big-city A and B class cus¬ 
tomers. In addition, company salesmen stated that the smaller-town 
stores usually were more cooperative than larger-city retailers in arrang¬ 
ing for displays and special promotions. 

INTERPRETATION OF EXPENSE STUDY RESULTS. Executives felt that the 
analysis of marketing expenses had answered the question as to where 
the company could distribute most profitably. The answers, as follows 
were contrary to some of the executives’ previously-held notions: 

1. A and B accounts were generally profitable, where C and D cus¬ 
tomers, those buying under $30,000 annually, were generally un¬ 
profitable. The volume from C and D accounts represented less 
than 15 per cent of total sales volume, yet they absorbed more 
than 75 per cent of the time of Laidlaw salesmen. 

2. The net profit per dollar of sales on A and B customers was larger 
for customers located in towns with 2,500 to 499,999 population 
than for the big-city A and B customers. Moreover, more than 
half the profitable A and B volume was from customers in small 
towns. 

POLICY CHANGES AND OTHER EXECUTIVE ACTION. These findings led ex¬ 
ecutives to make some drastic changes in company marketing policies. 
In the first place, they asked themselves whether the sales volume from 
the unprofitable C and D customers in the larger cities was necessary 
in order to obtain low unit costs of production. Spot studies showed that 
Laidlaw was getting less than a third of the potential business from A 
and B accounts in the smaller towns, whereas the company was obtaining 
from two-thirds to over three-quarters of the business of C and D ac¬ 
counts in the larger cities. Their conclusion was that by concentrating 
sales and advertising coverage in the big cities, Laidlaw had neglected 
opportunities of selling to its most profitable customers in the smaller 
towns. Executives figured that if they could increase company sales per¬ 
formance from one-third to one-half of the full sales potential of the A 
and B accounts in the smaller towns (by more intensive personal sales¬ 
manship, point-of-purchase material, and advertising) then Laidlaw 
could increase its volume by about three times the total sales obtained 
from the C and D accounts. The company could in this way get more vol¬ 
ume at lower cost and with much more profit 

They decided to shift .Laidlaw salesmen from calling on all C and D 
accounts and have them intensively cover the A and B customers—as- 
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peciftUy those in smaller towns. Instead of making 12 to 15 personal calls 
on C and D customers per year, it was decided to cover these accounts by 
direct mail. C<Mt estimates showed that if mail solicitation was to be 
used instead of salesmen, a minimum'sised order of about |15 could be 
handled profitably. Many small-town C and D customers had been giving 
Laidlaw orders of this sise and executives hoped to retain most of this 
business. On the other hand, the company stood ready to lose the busi¬ 
ness of unprofitable C and D accounts in large cities, because executives 
knew that competitors would be quick to grasp the advantage when Laid¬ 
law salesmen stopped calling on such accounts. Executives, however, 
said they would not regret this loss to competitors, because the orders 
involved were too small to handle profitably even by mail. A letter was 
drafted and sent to a selected list of C and D accounts explaining the 
change in .policy, and this was followed by regular monthly mailings 
soliciting orders. It turned out that most of the small dealers in the 
smaller towns continued to order in about the same quantities as they 
had when called on by salesmen. Thus, the change in policy converted 
these accounts into profitable ones, by virtue of the decreased costs of 
solicitation. 

Decisions were made also to change certain advertising policies. Instead 
of concentrating advertising coverage on the big cities, as had been done 
previously, it was decided to concentrate on the most profitable part of 
the market. Executives reasoned that newspaper and spot radio advertis¬ 
ing which reached consumers who bought from profitable dealers was more 
valuable to the company than that reaching consumers buying from the 
unprofitable outlets. They decided, therefore, that instead of using satura¬ 
tion coverage in a short list of large cities, to direct the bulk of the adver¬ 
tising effort to consumers who might buy from the profitable stores in a 
longer list of smaller cities. 

If a particular newspaper or radio station had a circulation or coverage 
which concentrated on consumers who bought where the profitable stores 
were located, executives considered that paper or station as a “first buy,” 
regardless of whether or not it had the largest circulation or coverage in 
the area involved. Similar policies were formulated with respect to the 
frequency of insertion and size of advertisements. In short, policies and 
practices on advertising media selection, advertising research, and copy 
development were all related as much as possible to the types and loca¬ 
tions of the most profitable outlets. 

9 

APPRAISAL OF RESULTS OF POLICY CHANGES. Executives decided to choose 
three towns in the 10,000-29,999 size bracket, each in a different geo¬ 
graphic area, for purposes of comparing the results of six months’ c^ra- 
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tioDB under the new policies with a similar period in the preceding year. 
These compaiisons are shown below: 


Before AlUr 

Item dumget dion^ee 


Grofls margin, per 11,000 of sales 1363 $366 

Total distribution costs, per $1,000 of sales 188 133 


Net profit, per $1,000 of sales 74 148 

Index of sales (per cent) 100 138 


COMMENT. Notice that Laidlaw accomplished a reduction of about one- 
third in its ratio of marketing expenses to sales, and that its ratio of net 
profits to sales nearly doubled. This is striking evidence of the value of 
the guidance furnished executives through analyses of sales volume and 
marketing expenses. Notice, too, that marketing expense analysis, unlike 
break-even analysis, can be used in ways that are consistent with the 
contribution-to-profit approach to decision-making. This adjustment (you 
should check back a few pages to see how it was accomplished) is achieved 
through executive judgments as to the bases on which different categories 
of marketing expenses should be allocated to the marketing segments 
being evaluated for profitability. Both sales analysis and marketing ex¬ 
pense analysis, however, are in reality studies of past marketing history; 
consequently, before decisions are made on the basis of their results, exec¬ 
utives should consider how closely future operating conditions are likely 
to resemble those of the past. 


CONCLUSION 

Marketing decisions, although always reached in the face of some 
uncertainty, should be based on relevant information, gleaned both 
from internal and external sources. Ultimately, every marketing 
decision is made in the hope that it will contribute to the impor¬ 
tant goal of maximum long-term profitability. The operating state¬ 
ment is a summary of the relationships among financial factors 
affecting net profit, and as such, is the wellspring from which come 
most of the concepts and analytical techniques that serve as aids 
in the making of marketing decisions. It is the inspiration for such 
everyday marketing concepts as the markup, the markdown, and 
the stocktum rate. When break-even analysis is used as an aid in 
marketing decision-making, operating expense data must be re¬ 
arranged, and estimates made of the probable effects of alternative 
courses of action on costs and sales volumes. Special tabulations 
of operating data, sometimes involving a reworking of such origi- 
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nal records as customers’ sales invoices, are required for purposes 
of sales analysis and for marketing expense analysis, both of 
which play significant roles as instruments for detectiing specific 
instances of marketing strength and weakness. Consideration and 
analysis of internal data are of undeniable importance to the mar¬ 
keting decision-maker. He can, however, appraise the full signifi¬ 
cance of operating figures only when he examines them together 
with relevant external data and pertinent items of qualitative 
information. 


QUISTIONS AND PROILIMS 

1. Distinguish between: 

a. fixed and variable costs 

b. internal and external marketing information 

c. qualitative and quantitative marketing information 

d. gross margin ratio and net profit ratio 

e. markup and markdown 

f. markup on selling price and markup on cost 

2. Define the following terms: 

a. operating statement 

b. stockturn rate 

c. break-even analysis 

d. break-even point 

e. sales analysis 

f. misdirected marketing effort 

g. marketing expense analysis 

3. What reasoning lies behind the fact that operating ratios 
are usually expressed as percentages of net sales? 

4. How would you account for a situation in which two com¬ 
panies, both in the same industry and with comparable prod¬ 
ucts, had different expense ratios? 

6. What are the main causes of markdowns? Why is it that all 
markdowns do not appear on the operating statement? 
Should a retailer strive to eliminate markdowns completely? 
Why? What corrective measures would you suggest to a re¬ 
tailer who says that his markdowns are too high? 

6. Under what conditions are stockturn rates appropriate as 
measures of operating efficiency? What are the reasons why 
different businesses have different stockturn rates? 

7. Summarise the various ways a marketing manager mif^t 
use sales analysis. Marketing expense analysis. 
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8. Find tlie missing figures in the following table: 


Cost 

Markup % 
on Cost 

> 

Markup 

Markup % on 
Selling Price 

Selling 

Price 

S8.00 


SIXM 


\ 

SI 50 



25% 



75% 

mm 






10% 

$16jOO 

$0.75 

40% 

i 





$6.00 


$25.00 


9. Find the missing figures in the following table: 


Markup Percentage on Cost 

Markup Percentage on Selling Price 

20% 



36% 

67% 



17%% 

200% 


- 

23% 

100% 



60% 


10. A retailer purchased an item for $1.50, originally priced it 
at $1.95, and finally sold it at $1.69. What was the markdown 
percentage? 

11. On the basis of the following operating data, calculate the 
1964 opening inventory at cost: 


1964 cost of goods sold $120,000 

1964 stock turn rate 4 

1964 closing inventory at cost $ 10,000 


12. Last month Retailer A had gross sales of $12,000, sales re> 
turns and allowances of $500, opening inventory at cost of 
$2,500, purchases at cost of $4,000, closing inventory at cost 
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of 11,500, and expenses of $2,000. What was A's irat profit? 
A's gross margin? 

13. Last month Retailer B had cost of goods sold of $3,000, ex¬ 
penses of $2,000, and a gross margin of $2,600. Wliat was 
B’s net profit? B's net sales? 

14. Last month Retailer C had an opening inventory at cost of 
$2,200, closing inventory at cost of $3,200, and cost of goods 
sold of $10,000. Find C’s purchases at cost. 

15. A wholesaler is planning his operations for the coming year. 
After analyzing company records, he estimates during the 
coming year expenses will amount to $19,000 and gross mar¬ 
gin will be $27,000. The wholesaler says he will be satisfied 
with a net profit of 4 per cent on sales. What sales volume 
goal should he set for the coming year? 

16. On the basis of the following operating data, compute stock- 
turn rates (a) using cost figures, and (b) using selling price 


figures: 

Net Sales $19,500 

Markdowns 250 

Allowances to Customers 250 

Cost of Goods Sold 10,000 

Opening Inventory at Cost 3,000 

Opening Inventory at Selling Price 6,000 

Closing Inventory at Cost 2,000 

Closing Inventory at Selling Price 4,000 


How do you explain the difference between the two stock- 
turn rates? 

17. A retailer currently has monthly sales of $100,000 and an 
average inventory of $25,000 at selling price. He wants to in¬ 
crease his stockturn rate from 4 to 4V^. Explain at least two 
different alternatives he might consider in working toward 
this target stockturn rate of 4^. 

18. A certain manufacturer makes and markets a single prod¬ 
uct. His total fixed costs amount to $100,000 annually, and 
variable costs are 57 cents per unit of product. The manu¬ 
facturer sells his product to wholesalers at a price of $9.00 
per dozen. Compute: (a) the manufacturer's break-even 
point in dollars, and (b) the manufacturer’s break-even 
point in units of product. 

19. The J. Quill Company is considering launching an adver¬ 
tising campaign to introduce its product in a new territory. 
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The product is sold to dealers at a price of $1.50 each, and 
the marketing manager calculates the unit contribution to 
fixed costs at 40 cents. If the proposed advertising campaign 
in the new territory is budgeted at $20,000, how many units 
of the product will the company have to sell in the new area 
in order to just break even? How many units will have to 
be sold in the new territory in order to add a t6tal of 15,000 
as a contribution to fixed costs? 

20. In analyzing the operations of a supermarket, an investi¬ 
gator obtained the following data: 


Department 

% of 

Store 

Sales 

% of 

Store 

Gross Margin 

Sales 

per Sqwre 
Foot 

Gross Margin 
per Square 
Foot 

Grorcry 

38.65% 

31.04% 

SI .66 

S024 

Meat 

34.39 

38.49 

3.00 

m 

Produce 

10.71 

15.78 

1.70 

.46 

Dairy 

9.10 

6.92 

4.47 

j62 

Bakery 

4.97 

6.47 

133 

27 

Frozen Food 

2.18 

230 

1.20 

23 


100.00% 

100.00% 




a. Suppose you are the owner of this supermarket, how 
might you go about analyzing the above data? 

b. How might various suppliers of supermarkets make use 
of this information? 

c. What is the significance of the sales per square foot fig¬ 
ure? The gross margin per square foot figure? 

21. * The Cranston Company manufactured industrial products 
which it sold to mill supply houses through five salesmen, 
each serving a separate territory. Total net sales in a given 
year amounted to $1,193,000. Compensation and expenses 
of the salesmen came to $99,000. This yielded a direct sell¬ 
ing expense ratio of 8.3 per cent. While management found 
this information interesting, it desired further details and, 
as a result, the following two tables were prepared. Scru¬ 
tinize the data in these two tables and make whatever 
recommendations to management you think might be ap¬ 
propriate. 


* Adapted from C. H. Sevin, Anolpnep Your Coot of Markoting 
(Waahington, D. C.: Small BuaineM Adminiatration, June 1957). 
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Table /; Comparative Performance o} Saleemen 


Sales 

Area 

Total 

CalU 

Total 

Orders 

Sale/Call 

Ratw 

Sales by 
Salesman 

Av. 

Salesman 

Order 

i 

Total 

Customers 

i 

A 

1,900 

1,140 

eoty/f 

S 456,000 


1 195 

B 

1,500 

1,000 

667 

360.000 


160 

C 

1,400 

700 

500 

280,000 

400 

140 

D 

1,030 

279 

27 1 

66,000 

239 


E 

820 

165 

201 1 

31,000 

187 


1 

6,650 

3,784 

! 

1 

SI ,193,000 

S317 

805 


Table S Comparative Coat of Salesmen 


Sales 

Area 

Annual 

Compensa¬ 

tion 

Expense 

Payments 

Total 

Salesman 

Cost 

Sales 

Produced 

Cost/Sales 

Ratio 

A 

111,400 

$ 5,600 

$17,000 

$ 456,000 

3 7% 

B 

10300 

7,200 

18,000 

360,000 

5.0 

C 

10300 

5,800 

16,000 


5.7 

D 

9,600 

12,400 

22,000 


333 

E 

10,000 

16,000 

26,000 


838 



$47,000 

$99,000 

$1,193,000 

83% 





































MARKETING 

RESEARCH 

13 


Marketing research, as defined by the American Mar¬ 
keting Association, consists of “the systematic gathering, 
recording, and analyzing of data about problems relating 
to the marketing of goods and services." * The key word 
in this or any definition of marketing research is data. 
All that the A.M.A. definition specifies about data, how¬ 
ever, is that it should relate to marketing problems and, 
at least for our purposes, that is not being specific 
enough. The real trouble with this definition is that it 

describes a means but does not mention the desired end. 

_ 4 

1 Committee on Definitioi^ Marketing DefimHiou* (Chieeao: 
Americen Marketing Anoeiation, 1960), pp. lS-17. 
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We believe, in other words, that this definition needs amending to include 
the notion that marketing research should result in information which is 
useful in making marketing decisions. Let us modify the A.M.A. definitaon, 
then, as follows: Marketing research is the systematic gathering, record¬ 
ing, and analyzing of data about marketing problems toward the end of 
providing information useful in marketing decision-making. 

Putting information to use in marketing decision-making generally 
requires the tapping of both internal and external sources of data. The 
internal studies, as we saw in Chapter 12 (“Operating Data for Mar¬ 
keting Decisions*’), focus on resources and activities within the com¬ 
pany ; the external studies, as we shall see in this chapter, are concerned 
with the relations of the firm to its environment, and particularly to its 
markets. However, as we brought out in the preceding chapter, the 
marketing decision-maker must consider internal data in the light of in¬ 
formation from external sources. The converse of this is also true: infor¬ 
mation revealed by external studies must be considered in relation to 
data obtained from internal sources. Internal and external marketing 
sttjdies, therefore, are necessary complements of each other; both are 
essential elements in the informational groundwork for marketing de¬ 
cision-making. In fact, as Wroe Alderson so aptly puts it, “the art of 
management might be said to consist precisely of taking account simul¬ 
taneously of the inner workings of the firm and its interaction with ex¬ 
ternal forces.*’* In this chapter, then, the emphasis will be on external 
marketing studies. But we should not IcMse sight of the fact that the results 
of such studies are useful for marketing decision-making only when 
they are considered along with relevant internal data. 

THE IMIRGINO ROLE OP MARKETINO RESEARCH 

Marketing research as a formally-organized information gathering and 
analyzing unit is still a relative newcomer to American industry—less 
than a half century old. But marketers have probably always carried 
on a certain amount of “do-it-yourself” research. Indeed, even today there 
are small businesses in such close touch with their markets that their 
executives can obtain most of the information they need for marketing 
decision-making through first-hand contacts with final users of their 
products. However, with the rise of mass production and mass market¬ 
ing, growing numbers of marketing mcecutives have become more and 
more remote from their companies’ final markets. Not only is there 
geographical remoteness, which comes about with company growth built 
on cultivation of distant markets, but also remoteness in the sense that 
many middlemen have been interposed in distribution channels. It is 

SW. Aldcnon, *'M»ketiiig and Management DeeiaioD,** Cost and Profli Ovfhak, 

January 1960, p. 3. 
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generally no longer possible, especially in a growing or already large 
company, for mariceting decision-makers to communicate directly with 
final users—e.g., to listen personally to their complaints and suggestions. 

Witii the geographical spread of distribution and the lengthening of 
distribution channels, increasing numbers of marketers have had to find 
other ways of getting information on their markets for use in decision¬ 
making. Since the late 1920*8, more and more companies have been re¬ 
sponding to this need by setting up specialized marketing research units 
and giving them formal organizational recognition. Even today, how¬ 
ever, probably fewer than 60 per cent of all U.S. firms have formal 
marketing research departments. 

In the firms that do have marketing research departments, many dif¬ 
ferent analytical techniques and research methods have been developed 
and are continually being refined. No doubt this represents progress, but 
the unfortunate, and all too prevalent, tendency has been to emphasize 
the tools and methods of research and to lose sight of their uses. In other 
words, business organizations have too often forgotten that the puri>o6e 
of marketing research, as of any research, is to provide decision-makers 
with information needed for making better decisions. Research method¬ 
ology, ways of thinking, theories, knowledge, and skills change with time 
as progress is made. But one thing that i-emains constant is the concept 
of careful search to generate a flow of ideas and information which will 
help executives make better decisions.* 

A logical place to start, then, in understanding the evolving role of 
marketing research is with the decision-making process itself. Figure 13.1 
shows how marketing research, through systematic gathering and analy¬ 
sis of information, should assist in answering questions that must be 
resolved during the decision-making process. Starting with the problem 
identification stage, marketing research helps marketing management in 
gathering facts, opinions, and symptoms of the problem. The problem 
identification stage phases naturally into the problem conceptualization 
stage, where marketing research, through gathering and analyzing in¬ 
formation on the influences of uncontrollables and controllables and the 
► competitive situation, helps management explain the problem. At this 
stage of decision-making, marketing research analyzes data drawn, of 
course, from both internal and external sources. Marketing researchers 
customarily refer to this aspect of their work as "preliminary explora¬ 
tion.” 

Marketing management, at the next stage, seeks to answer the ques¬ 
tions "what do we want to accomplish” and "what can be done about 
the problem.’* As shown in Figure 13.1, these are questions management 

S J. W. Newman, 'Tut Reeearch into Marketing Decieionc,” Barvard Bennote Re¬ 
view, Vol. #0, No. 2 (Marcb-April 1962), p. 106. 




Soiirces; Adaptad from R. A. Hammond. “Makinc OR (Operation* Research] Ettaetive for 
Management," BttainMC Horisona, Vol. 5, No. t (Spring 1062). p. 81; and J. W. Newman, 
Ifotfration RtttareK and Marktling JfanagaincRf (Boston: Division of Reteareh, Oradnate 
School of Business Administration. Harvard University, 1957), pp. S9S-897. 
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pretty well has to answer for itself, but even here marketing research 
may make a contribution. It can help, for instance, in the creative think¬ 
ing whereby alternative solutions to the problem are developed. Before 
marketing research can make this particular contribution, however, mar¬ 
keting management must make clear what it wants to accomplish. For¬ 
mulating the statement of goals, in other words, is the responsibility of 
marketing management. 

Next comes the evaluation of alternative solutions and the prediction 
of their consequences in terms of relative contributions to achievement 
of the goals set by management. Answering management’s question “what 
results can we expect” often requires that marketing research gather 
and analyze additional and detailed information on the factors affecting 
the problem—^the uncontrollables, controllables, and the competitive 
situation. These pieces of additional evidence may be gathered through 
employment of various research methods and techniques—e.g., consumer 
surveys, test market studies, and motivation research projects. 

After considering all this information (tempering it with previous ex¬ 
perience, judgment, and imagination) marketing management reaches 
its decision and takes whatever actions are required to carry out the 
decision. Later, as management wonders “how successful was the action,” 
marketing research may again be called on to provide the necessary 
evaluative data. 

Common Organizational Probhms in Using Markoting Rosoarch 
All too many managements do not see the relation of marketing re¬ 
search to marketing decision-making in the perspective outlined above. 
Too often they look upon the marketing research department as a “job 
shop”—a place to turn over investigative tasks that marketing manage¬ 
ment cannot tackle personally. Research departments in such companies 
tend to develop into organizational units preoccupied with routine, short- 
range operating problems. * Furthermore, organizational procedure in 
many companies has left the initiation of requests for research up to 
executives in marketing management. Not only do these executives tend 
to hesitate in initiating such requests, they are frequently unable to 
identify their problems clearly enough to ask for the help they need.® 
Marketing research departments, for their part, have far too often been 
headed by people overly fascinated with the “tool kits of research” 
and only mildly concerned with using these tools to aid marketing man¬ 
agement with its decision-making. Typically, too, heads of marketing 
research departments have been given far lower organizational status 
than have marketing management executives, resulting in situations 
where persons with low status are supposed to guide (rather than merely 

*ihid., p. no. 

s Ibid., p, 109. 
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•dviae) executives with much higher status. This is definitely not con¬ 
ducive to capitalising fully on the great potentials of markeUng re¬ 
search.* 


improving E0oetivonoss of Markoiing Rosoarth 
Marketing research departments of the future should, we think, be 
headed by people who understand the true role of marketing research— 
that of providing marketing executives with the information they need 
to make better decisions. Once this role is fully understood, it will 
become a regular practice for marketing research departments to under¬ 
take long-range programs designed to gather and analyse information 
in advance of the requests of decision-mcdccrs.'^ It should, in fact, be 
rather common practice, by say the 1970’s or 1980*8, for the marketing 
research department to conduct many of its studies on a continuous 
basis, forwarding the resulting information and analyses to decision¬ 
making executives. Marketing management, of course, will still originate 
some requests for certain studies but, with the emergence of what Mr. 
F. A. Lindsay, president of Itek Corporation, calls the “Age of Informa¬ 
tion," there are no really good reasons why marketing research should 
not anticipate most informational needs.* Hence, marketing research 
departments in the future are likely to carry on long-range research 
programs as well as short-run projects. With this development, there 
should also come an upgrading of the marketing research department's 
place in the organisational structure, enabling its director to enjoy not 
only greater status but greater influence in the network of marketing 
decision-makers.* These important changes, of course, will come about 
only if marketing management and marketing research people recognize 
the great benefits that are likely to result, and work actively together 
to see that they do.^® 


* For a highly entertaining account of how a similar organizational problem might be 
analyzed differently by various experts, see; E. H. Porter, “The Parable of the 
Spindle," Harvard Busineat Review, Vol. 40, No. 3 (May-June 1962), pp. 58-66. 

7 On this point, see: A. E. Pearson, “An Approach to Successful Marketing Plan¬ 
ning," Butinete Horieona, Vol. 2, No. 4 (Winter 1069), p. 80. 

6 For a revealing analysis of problems facing the information age marketing manager, 
see: F. A. Lindsay, “Marshal Your Marketing Information," Business BTorieens, Vol. 
6, No. 2 (Summer 1962), pp. 53-60. 

6 For a related line of reasoning leading to much the same prediction, see: H. J. 
Leavitt and T. L. Whisler, ‘^Management in tiie 1980's," Harvard Business Review, 
Vol. 36, No. 6 (November-December 1958), pp. 41-48. 

10 “Oddly enough, the rapid advance of technology, the abundance of new oomputem 
and new techniques, and the tremendous changes in the capacity and potential of 
new computers, all have been so intriguing that planning for their use has lagged .... 
[The] abtlUy of the average company to utilise the new computers and techniques 
falls far short of the potential the computer has to process the information necessary 
to operate the system." For suggestions on how to deal with this problem, see: M. K. 
Evans and L. R. Hague, “Master Plan for Information Systems,” Harvard Bveinoaa 
Review, V<^. 40, No. 1 (January-February 1962), pp. 92-103. 
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scon OP MAIUKITINO USIAICH 

In analysing the scope of marketing research operations in 106 com¬ 
panies, one careful student found that 39 different major typw of mar- 
llMing reeearch were being performed.” These 39 types can be sorted 
into four majm* categories; (1) studies on influences of uncontroUables, 
(2) studies on Uie competitive situation, (3) studies on influences of 
controllables, and (4) studies on market measurement and planning.^® 
TTie different types of marketing research are grouped into these four 
major categories in the listing below. The figures in parentheses refer 
to the proportion of the 195 companies which were performing the 
specific t3rpe of marketing research at the time of the study. 

A. Studies on Influences of UncontroUables 

1. General business or economic forecasting (concerned primarily with 
general business climate rather than a single industry) (73%) 

2. Studies of economic factors affecting sales volume and opportunities 
(examines; level of consumer credit, consumer buying intentions, 
business expansion plans) (72%) 

3. Studies of shifts in the nature of the market (examples; sectional 
changes, age-distribution trends, income-distribution trends) (70%) 

4. Motivational research (examples; studies of consumer and cus¬ 
tomer buying motivations) (51%) 

B. Studies on Competitive Situation 

5. Studies on competitive position of company products (91%) 

6. Comparative studies of competitive products (79%) 

7. Evaluation of new competitive products or competitive new product 
developments (79%) 

8. Studies of price policies, discount structures, etc. of competitors 
(75%) 

9. Studies of advertising and selling practices of competitors (69%) 

C. Studies on Influences of ControUaUes 

10. Determination of consumer or customer acceptance of proposed 
new products or services (82%) 

11. E^bbshmoit or revision of ^es territories (80%) 

12. Evtduation of exiting sales methods (75%) 

13. Analysis of salesmen’s activities (74%) 

14. Studies of advertising ^ectiveness (73%) 

15. Determining present uses or applications of existing products (72%) 

16. Prke studies (71%) 

17. Appraisals of pn^osed changes in sales methods (71%) 

R. D. Criq>, Msrketimf Reseereh OrguniMation and Operation (New York: Abmt- 
iean Manatsotent Aaaoeiatioii, Ine., 1SS8), Research Study No. 35, p. 40. 

13 Crisp (/hid.) did not actualljr utilise the four major categories as stated above. 
His repoi^ however, dees dassity the 30 types into four alternative dassifications: 
(1) research on products and services, (2) research on markets, (3) research on 
salM methods and policies, and (4) research on advertising. 
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18. Evaluations of adv^t^es or limitations of proposed new products 
or services (70%) 

19. Measurement of the effectiveness of incUvidual salesmen (70%) 

20. Studies of dissatisfaction with existing products or services amoi^ 
present or former consumers (69%) 

21. Determining or exiploring new uses or applications of existing prod¬ 
ucts (68%) 

22. Studies aimed at product simplification or at length or completeness 
of line of products (38%) 

23. Studies of distribution costs (68%) 

24. Setting sales quotas (68%) 

25. Development of standards of sales performance (63%) 

26. Studies of sales compensation—evaluation, review or revision (62%) 

27. Selection of advertising media (62%) 

28. Packaging research (design or physical characteristics) (60%) 

29. Studies of the effectiveness of promotional devices (examples: 
"deals," "premiums," "coupons") (56%) 

D. Studies Focusing on Market Measurement and Planning 

30. Analysis of market size (size of market for specific products) (90%) 

31. Estimation of demand for new or proposed new products (89%) 

32. Sales forecasting for the industry or company (88%) 

33. Analysis of the characteristics of the market for specific products 
(87%) 

34. Analysis of territorial potentials or sales opportunities (87%) 

35. Studies of trends in market size by products (86%) 

36. Measurement of territorial variations in sales yield (73%) 

37. Studies of the relative profitability of different markets (73%) 

38. Market test or test-market operations on new or improved products 
(70%) 

39. ’ Studies of changes in the importance of different types of customers 

(67%) 

The inclusion of 39 different types of studies in the above list should 
not lead us to conclude that all marketing research studies are single¬ 
purpose ones, or that each type is performed in isolation of others. 'No 
marketing research study should ever be conducted in such a way that 
it conmders only the marketing factor it sets out to investigate. No mar¬ 
keting factor ever exists in a vacuum, for no matter what the subject of 
the investigation is, it has marketing significance only when analysed 
in relation to other marketing factors. Any marketing research study, 
then, may emphasize a single factor but it cannot study that factor in 
complete isolation. A company doing research preliminary to introducing 
a new product, for example, is w'ell-advised to undertake an integrated 
marketing research program involving not only studies of marketability 
but also studies of the probable strength of demand at various prices, 
analyses of sales and territorial potentials, the impact of competitors’ 
products and activities, the selection of advertising media and other pro- 
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motional devices, and the influences of uncontrollables on proptMsed sales 
methods. The variety and number of individual studio which should 
be included in an integrated program of this kind depends both on the 
quantity and iyp^ of information marketing management thinks it 
needs, and on the amount of money management has available and is 
willing to allocate to the program. 

Shfdies of In^uoneos of Uneontrolhblos 

Relatively few marketing research studies focus directly on the in¬ 
fluences of uncontrollables. This could perhaps simply reflect the all-too- 
prevalent condition that no ranking executive specifically ^‘requested” 
such studies, but it is more likely that most marketing decision-makers 
feel -that they can obtain the needed information on uncontrollables in 
the course of their regular business reading. After all, published infor¬ 
mation is readily available on such uncontrollables as the level of con¬ 
sumer credit, business expansion plans, age- and income-distribution 
trends, and consumer buying intentions. Federal government publica¬ 
tions such as the Statistical Abstract of the United States, the County 
and City Data Book, the Survey of Current Business, and the Federal 
Reserve Bulletin, are rich sources of quantitative data on the uncon¬ 
trollables and, in addition, often provide analyses of trends in income 
distribution, population growth and shifts, and consumer instalment 
credit. The Oflice of Business Economics of the U.S. Department of 
Commerce gathers and publishes data on many factors including that 
on the national economic situation and outlook and the balance of in¬ 
ternational payments. The Department of Commerce also maintains 33 
field offices which assist businessmen and others looking for specific types 
of information and, in addition, publishes the monthly Distribution Data 
Guide, which lists and reviews recent marketing publications, both gov¬ 
ernmental and private. Marketing decision-makers also get considerable 
information on the uncontrollables through their reading of such popu¬ 
lar business publications as Business Week, Forbes, Dun's Review and 
Modem Industry, The Wall Street Journal, Nation's Business, Sales 
Management, and Printers' Ink. 

Even though executives may get much information on the uncon¬ 
trollables in the course of their regular business reading, seldom do they 
take the trouble (or have the time) to organize data gathered from nu¬ 
merous sources and to analyze the results in terms of their own com¬ 
pany’s marketing problems. The marketing research department, in 
contrast, when assigned the task of studying the uncontrollables, can 
routinely and eerily assemble and analyze marketing information— 
i.e., process it—^putting it into persp>ective more useful to the decision- 
maker. 
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The motavation research studies, which delve into the complex; psycho- 
logical and sociological variables affecting buying behavior, are in a 
class by themselves. Why, as the above report shows, do so many com¬ 
panies not use motivation research? Part of the answer lies in the fact 
that doing and interpreting motivation research requires the services of 
trained specialists—psychologists and sociologists skilled in the research 
methods of their own fields. Few companies have such people on their 
payrolls, and the bulk of the motivation research that is done is handled 
by outside consultants. Then, too, motivation research is still a com¬ 
paratively new field, and many executives are not only doubtful of its 
value but suspicious of many of ite findings. As more of the mystery sur¬ 
rounding motivation research gets cleared away, we can expect that more 
and more companies will use it. 


Studies of Competitive Situation 

The American Management Association report referred to earlier shows 
that many companies give more emphasis to studies of the competitive 
position of their own products (type 6 in the list) than they do to studies 
of the nature and impact of competitive activities (type 6 through 9). 
Measuring the "share-of-the-market” which the company’s product has 
would be an example of a type 6 study, whereas types 6 through 9 are 
illustrated by such studies as those appraising the marketing strengths 
of a competitor’s products, evaluating the marketing effects of a com¬ 
petitor’s product improvement, measuring the impact of a competitor’s 
price change, and appraising the effects of a competitor’s change in ad¬ 
vertising policy. Probably the reason the type 5 study has been empha¬ 
sized more than the others is that share-of-the-market information often 
can be readily obtained through outside research organizations, often on 
a “subscription” basis.^* Other companies find it relatively easy to com¬ 
pute share-of-the-market percentages for their own products, especially 
if they have access to industry sales figures gathered and distributed by 
trade associations. Most companies could probably benefit greatly if 
they would do more “intelligence” type studies (types 6 through 9) 


rxThe A. C. Nielwn Company, for example, whoae home office ia in Chicago and 
which operatea not only in the United Statea and Canada but in twelve other conn* 
triea aa well, providea a number of information aervicea on marketing that are widely 
uaed by manufacturera. One of tbeae aervicea—the Nielaen Retail Index—^providea 
continuoua factual marketing data on fooda, druga, pharmaeeuticala, toiletriea, ooa* 
metica, confectionary, tobacco, photographic, and other producta. For the food in* 
duatry. for example, the Nielaen organization providea ita aubacribera with reporta 
on aalea to conaomera meaaured at the point of aale, facta on aalea to conaumera made 
by eompetitora* producta, breakdowna of aalea figurea to conaumera nationally or by 
t^ manufacturer’a aalea territoriea, and breakdowna of conaumer aalea figurea by aize 
and/or type of atorea. All thia information ia reported aeparately for the aubacriber'a 
product and for each important competitor—and all work ia repeated every two 
montha to that trenda are ahown. 
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—fltudies specifically designed to delve into competitore’ marketing 
practices and policies. Such intelligence is needed if management is to un» 
derstand how competitors* actions affect the company's mariceting situa¬ 
tion. Only if such intelligence is available can a management do a really 
effective job in plotting marketing strategy and eounterstrategy. 

Studies of /nfivonces of Confrof/oblot 

Among the 196 companies surveyed, the widest variety of marketing re¬ 
search studies focused on the influence of controUables—sales methods, 
products, advertising, promotion, and price. This should not be too 
surprising since, by definition, controUables may be manipulated, and 
modern management seeks the decision-making guidance provided by 
studies of the controUables. In many companies, too, management re¬ 
quests studies of individual controUables in order to appraise the effec¬ 
tiveness of current policies and practices. This is the managerial 
motivation most often underlying studies made of the effectiveness of 
advertising and other promotional devices, individual salesmen, existing 
sales methods, and sales compensation plans. Formal studies of this 
sort often serve to draw management’s attention to situations requiring 
changes in policies and practices. Although controUables can be manipu¬ 
lated without such studies, their manipulation can be made more effective 
if management is provided with the added insight gained from special 
studies. 

Stud'ns Focusing on Markot Measurement and Planning 
The listing of marketing research studies showed that those involving 
market measurements and sales forecasting (types 30 through 35) are 
highly popular. Marketing management attaches considerable importance 
to factual and quantitative data on present and future markets, and 
the high proportions of companies reported as conducting studies di¬ 
rected toward those informational goals reflect this importance. In fact, 
market-measurement-and-planning studies play such a significant role 
in modem marketing management that we devote the entire next chapter 
to them. Consequently, we will not discuss them further here. 

PROILIM lOINTineATlON 
AND MARKiriN* RISIARCH 

Even though marketing management may have already identified the 
problem to be investigated, it must take great care to make the ^act 
nature of the problem clear to the researcher. The marketing researcher, 
like the marketing decision-maker, considers problem identification the 
basic first step in his work. Only if he knows what problem management 
is trying to solve, can he do an effective job in planning and designing 
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a research project that will provide the needed information.^^ Only if 
he has the problem clearly in mind, can he be expected to lend intelli¬ 
gent direction to the resulting project—^to steer it as directly as possible 
to predetermined informational goals (set by the nature of the probl^ 
itself) and to keep it from “getting off course” on the way to these goals. 

A competent marketing researcher, therefore, will not accept a re¬ 
quest for a specific type of study unless he is sure that the executive 
making it has some problem already “pinned down” and not until that 
executive has been able to communicate the nature of the problem clearly. 
If he is to do his job effectively, the researcher must also be briefed on 
the line of reasoning which led up to the request. He needs this briefing 
in order to avoid researching “surface” problems when there is some 
more basic problem; all too often, executives request studies which sub¬ 
sequently prove of little value simply because they have not probed far 
enough into the situation to find the basic problem. Seeing that sales are 
falling off, for example, a marketing manager may feel that something 
“has gone wrong with the advertising” and submit a request to marketing 
research for a study of advertising effectiveness. In one case just like 
this (known to the writers)—where a study of advertising effectiveness 
was requested—further probing by an alert researcher, revealed that the 
sales decline traced directly to the effects of a recently inaugurated dis¬ 
tribution policy which was slowing up deliveries to retailers who, in turn, 
were frequently out-of-stock. The researcher can perform a useful serv¬ 
ice, therefore, not only by lending assistance in the initial identification 
of problems, but in confirming (or casting doubt on) the identification 
of problems which the executive thinks he has already pinpointed. 

PHfLIMINARY fXPLORATION 
AND THE "SITUATION ANALYSIS" 

In the course of identifying the problem, the marketing researcher be¬ 
gins his preliminary exploration of data sources which, he hopes, will 
help him to understand the problem. Because the specific problem is 
not yet identified, the researcher necessarily does a certain amount of 
groping as he seeks information which will help him clarify its nature. 
This characteristic groping makes the preliminary exploration phase of 
research an informal and, to a large extent, an unplanned investigation. 
Even so, this should not mean that most of the preliminary exploration 
effort is wasted effort. It should mean only that the researcher does not 
yet know exactly what information he is seeking, but that he has a feel 
for the general sorts of information wanted and he knows more or less 
where to find it. The ^ater the researcher’s skills as a diagnostician, 

liH. W. Boyd, Jr. and R. Westfall, Marketing Beewreh: Temt mul Oates (Hoine- 

nKMMi, 111.: Ridiard D. Irwin, 1956), p. 160. 
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the smaller the chances are that his preliminary exploration will involve 
excessive waste of time and effort. During this informal search, the. re¬ 
searcher sizes up the nature and extent of available data and makes some 
tentative judgments concerning its probable future usefulness. 

Once a problem situation has been identified, the researcher’s task is 
to learn as much more about it as time will allow. He can never hope 
to become as intimately acquainted with all the possible problem situa¬ 
tions that might come up as can the decision-making executives he 
serves, such as the marketing manager, sales-force manager, and adver¬ 
tising manager. Yet when information is required for decision on some 
specific marketing problem (for example, the size of next year's adver¬ 
tising budget), and the information (or at least important segments of 
it) must be gathered through marketing research, the researcher must 
learn all that he can about the problem situation before designing and 
conducting the research project itself. He must, in short, build an ade¬ 
quate background for his own thinking Marketing researchers refer to 
this phase of preliminary exploration as the ‘‘situation analysis.” 

The preliminary exploration i)rocess, always crucial, is especially so 
when an outside firm is to handle the study as. for example, when a mar¬ 
keting research consultant is working under contract. The consultant 
not only has to learn all that he can about the problem situation but also 
must fill in the gaps in his knowledge of the problem “setting.” He must, 
for instance, become acquainted with any conipany policies and operating 
practices that might affect the nature of the problem. To expedite as¬ 
sembly of pertinent data on the problem setting, consultants make con¬ 
siderable use of standard outlines, which provide logical frameworks for 
analysis of many, if not most, complex marketing problems. 

In performing a situation analysis, the re.searcher taps as many sources 
of readily available data as his time schedule will permit. He examines 
whatever company records (.sales, financial, production, and others) there 
are that might shed some light on the problem. He skims trade and pro¬ 
fessional publications for reports on similar or related problems en¬ 
countered and researched by other companies. And he looks over his own 
company’s reports of previous investigations of similar problems. 

He should reserve his most thorough and careful examination for re¬ 
ports of previous marketing research studies that may be on file. Through 
studying them, he may be able to decide which aspects of the problem 
can probably be investigated with the greatest resulting benefit. He 

iSSueh outlines contain numerous questions relating to specific aspects of a firm’s 
situation with respect to the industry, the firm’s position in the industry, the prod- 
note, padmging, the markete, ^stribution, pricing and profits, promotional methods 
and policies, sales force activities, and so on. For a sample of an excellent standard 
outline of this kind, see: D. J. Luck, H. G. Wales, and D. A. Taylor, Marketing 
Beeeerek, 2nd ed. (Englewood Cliffs, N.J.: Prentiee-Hslt, 1961), pp. 6644. 
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should look for and try to detect shortcomings of previous studies with 
a view toward planning the forthcoming research project along lines 
which will avoid these same shortcomings. And he i^uld not overlook 
the possibility that previous studies may have already provided the in¬ 
formation he now seeks or, perhaps, that they contain sufficient data 
to satisfy the decision-maker's immediate needs. 

PROJECT PLANNINO POR MARRITINO RiSIARCH 

Basically, a marketing research project is a planned tearch for informa~ 
tion. Time spent in planning the project should not only reduce the time 
required to conduct the project but should also ultimately result in more 
reliable and meaningful information. When project planning has been 
neglected, marketing researchers move aimlessly from one possible source 
of information to the next, choose research methods and approaches at 
random, and have only the vaguest notions concerning the kinds of in¬ 
formation they seek. The earmarks of project planning in marketing 
research, as elsewhere, are well-defined goals, an organised effort, and 
a step-by-step schedule—al? aimed at uncovering, reporting, and analyz¬ 
ing as reliable and meaningful information as is possible to obtain in the 
available time. 

Because no marketing problem is quite like any other, the research 
projects set up to investigate individual problems must themselves be 
individualised. There are no magic research formulas for all marketing 
problems (or even for any given class of marketing problems). But even 
though each marketing research project must be set up and planned in¬ 
dividually, there are certain steps every project must include and each 
of these steps can be planned in advance. 

Although every project must include these steps, each step in each 
project can be handled in quite unique ways.^* In planning a marketing 
research project, the researcher has to decide what each step will consist 
of and on how it will be carried out. We call these decisions “project 
planning decisions.” Such decisions are closely interrelated and, when they 
are interlaced in an embracing pattern, they constitute the project 
plan. 

Planning any marketing research project involves making decinoiui 
on (1) research objectives, (2) specific information needed to achieve 
these objectives, (3) sources to tap in seeking the information, and ( 4 ) 


IS '‘Market rMssreh technique! rarely are definitive. Usually, the magnitude of error 
to which they are exposed is not even measurable; also, practitioiiere of market re- 
seareh often disagree about the suitability of different techniques. These facts not¬ 
withstanding, the results achieved by carefully planned and executed mari»t reeeardi 
provide a baida for deeieion that it more reliable than intuition or bueineas experi- 
enee.*' A. R. Oxenfeldt, “Scientific Marketing; Ideal and Ordeal,” Berveri Butineti 
Jhwiem, Vol. 30, No. 3 (March-April 1991), p. 94. 
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research metbodfs) to employ in collecting the information. We will, in 
the following sections, give detailed analysis to each of these important 
decisions. 


Deciding on Rtsoordi Obfocfjyes 

Assuming that the marketing problem has been identified and the pre¬ 
liminary exploration finished, the first step in project planning is to de¬ 
cide on research objectives. The preliminary exploration should have 
left the researcher with some clear notions as to the purposes of any 
formal research project which might be set up. After the preliminary 
exploration yields a set of tentative conclusions (the desired outcome of 
the preliminary exploration) about the specific problem, the researcher 
goes ahead and designs a formal research project in order to test the 
validity of these conclusions. For example, in a study of how a company 
spends its advertising appropriation, the preliminary exploration might 
have caused the researcher to conclude tentatively that less money should 
be devoted to newspaper advertisements and more to television. In this 
case, then, the purpose of the research project could be to test two hy¬ 
potheses: 

1. The company should spend less money on newspaper advertising. 

2. The company should spend more money on television commercials. 

As just illustrated, the statement of research objectives should, when¬ 
ever possible, be simply of a small number of hypotheses to test, or a 
small number of questions to be answered. The number must be kept 
small since it cannot be expected to produce botii tiniely and reliable 
information for managerial decision, if the project is directed toward 
finding out too many things. If the project is set up to test too many 
hypotheses, one of two things tends to happen—either the research (per¬ 
formed thoroughly) requires an inordinate amount of time and money, 
or the study suffers from purely surface investigations of each hypothesis. 
In pruning the list of hypotheses which might be tested, the researcher 
must consider the value of testing each hypothesis by answering these 
two questions: 

1. If we succeed in obtaining this information, of what use will it be 
to the decision-maker? 

2. If this information is of possible usefulness to the decision-maker, 
is it useful enough to justify the cost of obtaining it? 

Research costs money, and this serves as a built-in brake on the am¬ 
bitiousness of the researcher in setting his research objectives. If just 
so much money is available, the scope of the project must be limited to 
obtaining that information most important to the decision-maker. Some 
researchers, unfortunately, tend to get so wrapped up in finding out 
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'^evBiytiiing there » to know about a problem’^ that marl^ting execu- 
tivee in assigning individual projects deliberately instruct such people 
“to qpend no more than X dollars on this project.” No competent mar¬ 
keting researcher likes to be bound by such restrictions, so they are well- 
advised to form the habit of “cutting each project down to sise” before 
limiting instructions come down from superiors. The list of hypotiieses 
for testing should be kept to a very small number of important ones, 
preferably to those so related that they can be jointly, and thus eoo- 
nomioally, researched. 

Oeckfing on information Needed 

The sec<md key project planning decision is that of determining the spe¬ 
cific information needed to achieve the research objectives. When these 
objectives have been clearly stated, the r^earcher proceeds to consider 
different types of information which, on first thought, seem to him to 
be pertinent to achieving the objectives. Further reflection is necessary, 
however, for he must be absolutely certain that each bit of specific in> 
formation finally decided upon is relevant to achieving the research 
objectives. Suppose, for example, that the research project being planned 
has the objective of answering a South American businessman’s ques¬ 
tion, “Should I open a self-service automatic laundry and dry cleaning 
establishment in Bogota, Colombia?” What kinds of information are 
necessary to answer this question? The researcher would want, as a mini¬ 
mum, the following information: 

1. Number of Bogota residents who are potential users of this type 
of service 

2. Number of residents able and willing to pay for the service at each 
of several proposed rates (i.e., prices) 

3. Probable frequency and intensity of use of the service (How often 
and how much will different social and income classes use the 
service?) 

4. Competing services and their comparative costs 

5. Which laws and other regulations might affect the operations of a 
service establishment of this type? Will they facilitate or impede 
setting up the business? 

6. Amount, kinds, and costs of persuasion (advertising, etc.) needed 
to convince Bogota residents that they ought to patronise the 
service 

Dochfing on Information Sources 

The next step in project planning is to identify the sources from which 
the different items of information are obtainable, and to select the sources 
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that will be used. For this purpose, it is convenient to classify informa 
tion sources not as internal or external but rather as being either primary 
or secondary. A primary data source is one from which the desir^ items 
of information must be obtained directly as, for example, through ques¬ 
tionnaires and interviews. Primary data sources, then, include consumers 
and buyers, middlemen, salramen, trade association executives, and oilier 
businessmen. Secondary data sources are mostly published sources, such 
as the numerous government census publications and Soles Manage¬ 
ment's Survey of Buying Power; ” although sometimes other kinds of 
secondary sources (e.g., company files of marketing research and other 
reports) contain the desired information. Secondary data sources, in 
other words, are repositories of items of information not gathered spe¬ 
cifically to achieve the objectives of the research project being planned, 
but rather assembled for some other purpose or use. The characteristic 
that most distinguishes the primary source from the secondary source 
is that the former must be tapped directly (through use of research 
methods covered in the next section) to obtain the desired information, 
whereas the latter may have the data already on hand, either in pub¬ 
lished form (as in the government and business publications cited earlier) 
or on file (as in the case of company reports gathered for some other 
purpose). 

The researcher should always look to the secondary sources first for, 
if the needed information is already available, the time and expense of 
gathering it from primary sources can be saved. The usual situation, 
however, is that some information can be obtained from secondary 
sources (e.g., statistics on population and income) but the more crucial 
data (e.g., the disposition of consumers to buy a given product under 
certain marketing conditions) have to be obtained from primary sources. 
In the Bogota study on whether a self-service laundry should be opened, 
for example, census publications (a secondary source) should reveal the 
number of residents that are potential users, and published legal records 
(another secondary source) would tell which laws and regulations affect 
the operation of this type of service. But in order to obtain the other 
desired pieces of information, the researcher would have to work with 
primary sources (in this case, the potential consumers). 

17 Already Urge, the quantity of published literature useful id marketing research is 
growing at an eTer-increasing rate. With so many sources of secondary information 
arailable, the researcher often must fee) that the haystack is growing faster than his 
ability to find the needle. Prompted by this situation, the American Management 
Association has recently provided its members with a guidelist for purposes of (1) 
fumi^ing leads to sources of information, and (2) classifying and indexing signifi¬ 
cant reports. See: American Management Association, Ouidelul for Marketimg As- 
search mmd Economic ForecMing, Research Study Ko. 50 (New York: American 
Management Association, IIMI). 



334 MAfiXSTlNO IMDCUlON'IfAXlNO 


Deciding on Hmtarch Mtthodt 

Research methods are used only in working with primary sourer. If all 
the needed information is obtainable from secondary sources, tiien, no 
decision on research methods is required; but if, as is more likely, pri* 
mary sourcai must be used a decision is required as to research methods. 
There are three main research methods—^tbe survey, the experimental, 
and the observational. These are discussed below. 

STTRVBY METHOD. In the survey method, information is obtained from 
individual respondents, either through personal interviews or through 
the use of mail questionnaires and telephone interviews. Questionnaires 
(personally-administered, mailed, or telephoned) are used either to ob¬ 
tain specific responses to direct questions or to secure more general 
responses to ‘'open end’' questions. The direct type of question is de¬ 
signed to force the respondent to choose among a limited number of 
answers. Consider this example; “How do you feel about the styling of 

this new electric typewriter? Do you rate it as EXCELLENT - <, 

GOOD _, FAIR_, or POOR _?” This question contrasts 

sharply with the “open end” question: “What do you think about the 
styling of this new electric typewriter?” Notice that this last question 
permits the respondent to come up with his own answer. 

The survey method has three main uses. It may be used: (1) to gather 
facts from respondents, (2) to report their opinions, or (3) to probe the 
interpretations individuals give to various matters. The accuracy and 
reliability of the survey method is not the same in each of these appli¬ 
cations. Generally, it is most accurate and reliable when used to gather 
factual data, less so when used to record opinions, and least so when 
used to gain insights into respondents’ interpretations. 

In the factual survey, respondents are asked questions which are de¬ 
signed to elicit only factual responses. For example: 

What brand of cigarettes do you smoke? 

Where do you do most of your shopping for groceries? 

Have you ever bought Playboy magazine at a newsstand? 

How many people live at this address? 

Presumably, the people who respond in a factual survey will be able to 
report facts. But, almost always, some respondents are unable to remem¬ 
ber iSast events and actions. Others experience difficulty in making their 
answers specific enough as, for example, in answering the question “At 
which store do you do most of your shopping for groceries?” They may 
shop for groceries at several stores and simply be unable to name the one 
store where they do most of their shopping. Still other respondents (being 
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only human) try to impress the interviewer favorably by giving him the 
answer they think he wants; for example, a respondent, assuming the 
interviewer has some connection with Playboy, says "Why, yes, I bought 
Playboy just last week,” when actually he only thumbed through a copy 
while waiting in the barber shop. 

The opinion survey is designed to gather expressions of personal opin¬ 
ions, record evaluations of different things, or to report thinking on par¬ 
ticular matters. Respondents often are unaware that they are supplying 
their opinions and believe, instead; that they are simply reporting "facts.” 
This is the usual case, for instance, when housewives are asked such ques¬ 
tions as "which local supermarket has the most courteous checkers?” 
Other questions typical of those in opinion surveys include: 

Which of these designs do you like the most (e.g., asked when showing 
several different designs of dinner plates) ?- 

Which pharmacy in your area does the best job of filling doctors’ pre¬ 
scriptions? 

What do you think about the future of the tourist industry in this state? 

Errors also get into opinion surveys. Respondents in opinion surveys, as 
those in factual surveys, may give the answers they think that the inter¬ 
viewer wants, or be unable to provide specific answers to such questions 
as “Which pharmacy in your area does the best job of filling doctors' 
prescriptions?” Possibly several pharmacies do excellent jobs, and the 
respondent is unable to say which one does the best job so he answers "I 
don’t know” when he really means "There are a number of excellent phar¬ 
macies in my area.” Furthermore, respondents in opinion surveys may 
never have thought about the subjects of the questions until the inter¬ 
viewer raises the specific questions, and this may cause them to give quick 
responses, often different from those they would give had they time to 
consider the questions. 

In the interpretative survey, the respondent acts as an interpreter as 
well as a reporter. Interpretative data is gathered by way of such ques¬ 
tions as "Why do you use Brand X spray deodorant?” and "What about 
the new Thunderbird appeals to you most?” Answers to such questions are 
subject to all the limitations of answers to factual and opinion surveys 
and, in addition, they reflect the inability of many respondents to con¬ 
sciously interpret their own feelings, motives, and attitudes. Even if a 
person is capable of accurately knowing such things, the personal nature 
of the required answer often causes him not to report his feelings, motives, 
and attitudes the way they really are. Indeed, this particular source of 
error in interpretative surveys is frequently cited as a reason for the 
rising interest in motivation research, which is aimed not at answering 
"why” questions directly but indirectly through such techniques as depth 
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interviewing and sentence completion tests.'* And, as is true in all kinds 
of emveyB respondents in opinion surveys may come up with the answers 
easiest to give hoping to rid themselves of the interviewer in the shortest 
possible time. It is interesting to note that motivation researchers some¬ 
times seek to probe the unconscious through asking respondents to “answer 
these questions with the first thing that pops into your mind.” While such 
quick responses comprise the basic data for analysis in certain motivation 
research studies, quick responses volunteered in an opinion survey are all 
too often simply erroneous opinions given instead of opinions that would 
take more time to express. 

BXFEBiMENTAL METHOD. Patterned after the experimental method of 
scientific research, the experimental method as used in marketing research 
involves carrying out a small-scale trial »oluiion to a problem while, at 
the same time, attempting to control all factors relevant to the problem 
except the one being studied. For example, an advertiser may run two 
versions of a proposed advertisement (Ad A and Ad B) in a city news¬ 
paper with half of the copies of the issue carrying Ad A and the other half 
Ad B, and might then arrange for follow-up interviews with the two 
groups of readers. This experiment, called a “split-run” test, might well 
have the purpose of determining the advertisement with the most impact 
on readers which, after being found to have the most impact in one mar¬ 
ket area, might then be placed in newspapers in other markets, or in 
national advertising media. 

The main assumption in the experimental method is that the test condi¬ 
tions are essentially tiie same as those that will be encountered later when 
conclusions derived from the experiment are applied to a broader market¬ 
ing area. Of course, test conditions are never quite the same as parallel 
conditions in the broader market area. Nevertheless, a well-designed ex¬ 
periment, even though it cannot replicate total market conditions, may 
provide valuable guidance and information for marketing decision-making. 
Scott Paper Company, for example, ever since it introduced paper towels 
to the consumer market in the early 1930’s, has so carefully market-tested 
every new product that it claims none has ever failed when put into na¬ 
tional distribution. Scott’s policy is to study the market, conduct consumer 
interviews, study likes and dislikes, give the product a tentative name, 
and then to conduct a market testing experiment. After analysing the 
results of such experiments, management may decide to change such prod¬ 
uct features as the name, sise, shape, or color, but if changes are made 

IS "No payebolosiifc believM it ii powible to really get at moiivea by aiiaply addng 
people why they do something The human being ia ao complex, and ao much of oar 
bdmvior a governed by emotiona and quirka of peraonality that we juat don’t know 
the real underlying caoaea of ao many aetiona.” Automohiha—Wkot T^n ITeml le 
AwttrieutM, A Study for The Chicago Tribune by Social Reaearch, Inc., 19S4, p. 6. 
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which have important marketing implications (such as in the proposed re¬ 
tail price), further market testing experimentation is ordered.** The 
purposes of market testing, a widely-used form of experimentation in 
marketing research, are neatly summed up by Harvard Professor Ernest 
F. Ekiright, who says: 

Market testing is undertaken to reduce the risks faced by executives plan¬ 
ning national chstribution for their new products by providing them with 
different measures of how well their plans succeed on a small scale, by point¬ 
ing up those areas in which their plans are inadequate, by providing an 
opportunity for any unforeseen problems to crop up, and by providii:^ 
some of the time needed to make adjustments before the far greater risks of 
large-scale marketing are assumed by management. 

There are really no “pat” designs for experiments. Each experiment has 
to be so designed that it will reveal the desired information as directly and 
quickly as possible. Alfred Politz, a marketing research consultant, illus¬ 
trates this point by relating the story of the medieval king who faced a 
problem in experimental design. The king had ten manufacturers who 
minted his silver coins. Each coin was supposed to weigh 16 grams, but 
eventually it was discovered that some manufacturer was minting coins 
weighing only 15 grams. No one knew which manufacturer was the guilty 
party, so the king called a meeting and had each of the ten submit a 
sample of 10 of the coins he had minted. A spring scale was available but 
there was one difficulty (somewhat unusual in this instance, but wholly 
typical of the quandary marketing research often finds itself in): it was 
impossible to make more than a single weighing. The resourceful king, 
however, designed an experiment whereby he could determine which man¬ 
ufacturer was producing the underweight coins. How did he do it? He 
simply took a different number of each manufacturer’s coins—one to ten 
—and the number of grams by which the total weight was short immedi¬ 
ately identified the guilty party.** 

OB8Z3tvAnoNAL METHOD. Here, marketing research data is gathered not 
through direct questioning of respondents, but rather by observing and 
recording their actions in a marketing situation. So, for example, in study¬ 
ing the impact of a department store’s mass display of shelving paper, 
observera were unobtrusively stationed and instructed to record the total 
number of people passing by the display, the number stopping at the 

19 "Markating: Secret Ingredient!," Forb»$j November 16, 19S2, p. 43. 

SOE. J. Enright, *'Merket Teiting," Barvard Buaiite*$ Review, Vol. 3S, No. 6 
(8e|^mber>()cto^r 1958), p. 73. 

91 So, for example, if the total weight on the wale had been two grama abort, the 
king would have inu^iately identified the manufactnrer from whom he had taken 
two coin* as the guiltjr party. See: A. Politz, "Science and Truth in Harketing Re- 
aearch." Harvard Butinen Review, Vol. 35, No. 1 (JanuaryFebruary 1967), p. 126. 
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dk^lay, the number who picked up and examined the product, and the 
number who made purchases. In another observational study, whose pur- 
p(»e was to determine which types of consumers bought what brands of 
home remedies, researchers secured i>ermi8Bion from consumera to inven* 
tory the contents of household medicine cabinets. In a third observational 
study, researchers posing as customers used concealed tape recorders as 
part of a project which had the purpose of evaluating the selling tech¬ 
niques used by sales people in florist shops. 

The main advantage of the observational method is that it records 
respondents’ expressed actions and behavior patterns, thus avoiding errors 
which trace to “asking” (as in the survey) rather than “observing” what 
respondents actually do (as in the display example above) or have done 
(as in the medicine cabinet example). Its principal shortcoming is that its 
design does not provide for the detection of buying motives and other 
psychological factors since, in its pure form at least, the observational 
method involves simply watching or listening or both with np attempt 
being made to probe for the reasons lying behind actions and behavior 
patterns. 

CHOOSING THE BESEABCH METHOD. In many problem situations, the re¬ 
searcher is confronted with the fact that two, or even all three, research 
methods could be used alternatively to obtain the needed information. 
The management of a shopping center, for example, might want to deter¬ 
mine the extent of the area from which the center draws trade In obtain¬ 
ing this information, one research approach could be to interview shoppers 
(the survey method). Another approach could involve recording (the 
observation method) license numbers of cars in the parking lot and check¬ 
ing license holders’ addresses at the state motor vehicle bureau. In situa¬ 
tions like thif, the researcher must evaluate the different methods relative 
to the proposed research project and select the most appropriate method 
or, somewhat more rarely, combination of methods. Besides considering 
the nature of the problem, the researcher in making this choice should 
compare alternative methods according to costs, probable quality of data 
obtainable, time requirements, and personnel available for the study. 

•ATHIMNa PRIMARY DATA THROUGH SAMPUM 

In gathering data from primary sources of information (i.e., from con¬ 
sumers, buyers, middlemen, and other classes of respondents) most mar¬ 
keting research projects make use of sampling. In order to clarify the 
place of sampling in marketing research, let us consider the hypothetical 
case of a manufacturer of men’s shoes who must find out certain things 
in order to make certain decisions. For one thing, he would like to know 
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the distribution of foot sises among the population (i.e., all men),** in 
order to balance his production in proportion to this distribution. One 
scheme for obtaining this information would involve measuring the foot 
sise of every man in the population (i.e., taking a census of foot sise). 
The manufacturer mi^t also want to know men's preferences for different 
shoe styles and colors; again, he could conduct interviews with the entire 
population of men, determine their preferences, finally obtaining the in¬ 
formation he needs to draft his production schedule. 

There is, however, a much quicker and less costly way for the manufac¬ 
turer to obtain the wanted information—^through interviewing a repre¬ 
sentative group or “sample” of men. A sample is, by definition, only a 
portion of the population from which it is drawn; therefore, studying the 
characteristics and attitudes of the members of a sample, rather than of 
all members of the population, not only makes possible completion of the 
study in less time but results in lower costs of investigation. In fact limi¬ 
tations of time and money are the main reasons why marketing research 
usually investigates samples and not whole populations. “But,” you might 
ask, “isn’t the information obtained from samples less accurate?” That 
depends, as we will see shortly, both on the method used in selecting the 
sample and on its sise. 

But before we go on to consider some important details of sampling, 
we must mention that it is possible for data obtained through sampling 
to contain fewer errors than data gathered through a complete census of 
the relevant population. For instance, when the size of the population is 
very large and providing scientific sample selection methods are used, 
there is a strong possibility that sampling will result in fewer errors. The 
possibility is even stronger when, as is usually true in marketing research, 
the funds available for the study are strictly limited. With only limited 
funds, making a census means that expenditures must be spread “thin”; 
but, in contrast, restricting the size of the field operation (through sam¬ 
pling) makes larger relative amounts available both for better control of 
data-collection processes and for the employment of high-caliber inter¬ 
viewing and other research personnel.*® 

Marketing research makes extensive use of sampling and, since research 
results are important ingredients for decision-making, marketing man¬ 
agers should know enough about sampling to allow them to evaluate the 


22 Two of th« most boaie concepta in lUtistica are thoae of a tample and a popafo- 
tion. “A aample ia often referred to aa ‘the data' or ‘the obaervationa': numbera that 
luve been otmrred. The population ... ia the totality of all poeaible obaervationa of 
the aame kind.” Bee: W. A. Wallia and H. V. Roberta, StatUitiet: A Xeio Approach 
(Glencoe, Ill.: The Free Preaa, 1966), p. 101. 

22 D. J. Luck, H. G. Wal^ and D. A. Taylor, Marketiap Raeareh, 2nd ed. (Engle¬ 
wood Cliffa, KJ.: Prentice-Ball, 1961), p. 17S. 
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date th^ uae. More speoificaUy, they should know the inherent advan> 
tages and limitations of samples selected by different methods, and they 
should understand how sample sise affects the amount of error present in 
research results. But here we must insert a word of caution: management 
certainly wants to avoid basing decisions on data full of errors, but it 
wants just as strongly to avoid demanding such error-free data that in> 
ordinate amounts of time and money are spent on the study. Greater 
expense and longer periods of investigation, in other words, are the pric^ 
of reductions in errors in marketing research. If, for management’s pur< 
pose, accuracy within 10 per cent of the true picture is sufficient, aiming 
for accuracy that is within 5 per cent is wasteful both of research time and 
money. 


Classes of Samplos 

All of the samples used in marketing research fall into one of two classes: 
probability and non-probability. The fundamental distinction between 
these two classes lies in the way items are selected for inclusion in the 
resulting samples. Probability samples result from a process of random 
selection whereby each member of a population has a knoton chance of 
being selected for the sample. Non-probability samples result from a proc¬ 
ess in which considerable judgment (and, therefore, bias) enters into the 
selection of the members of a population which are included in the sample. 
Of course, judgment is also involved in the use of probability samples (in 
deciding, for instance, on a particular design of probability sample), but 
the actual selection of the individual items for inclusion is made solely 
through a probability mechanism as, for example, through a table of ran¬ 
dom numbers (which eliminates the human bias that would otherwise 
enter into the selection).** This difference between the two classes of 
samples, as to the extent to which judgment enters into the selection of 
the sample, may be illustrated as follows: In a “quota” sample, one type 
of non-probability sample, interviewers may be given quotas specifying 
that they are to select for interviewing a certain number of people who 
possess given characteristics; one such quota, for example, might be to 
“interview 20 women in the 36 to 46 age bracket, half of whom have full¬ 
er part-time jobs and half of whom are not employed outside the home.” 
If the same study were to be made using a probability sample, the prob¬ 
ability mechanism itself would be relied on to select representative pro¬ 
portions of people with the given characteristics, and the interviewer would 
play <110 part whatever in the actual selection of respondents. We will ex¬ 
amine the relative merits of probability and non-probability samples 

M J. Ket«r and W. WMMrman, Fundamentol Staiitiict for BuHmoia amd Eoonomita, 

ted «d. (Boctoa: AUyn aod Bacon, IMl), p. 439. 
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more fully later on; but, in order to make that discussion more meaning¬ 
ful, it is necessary first to consider the nature of sampling and non¬ 
sampling errors. 

Errors 

We implied previously that both samples and censuses are apt to contain 
errors. There are, in fact, two kinds of errors—non-sampling and sampling. 
Samples contain both kinds of errors, whereas complete censuses contain 
only non-sampling errors. This, however, does not mean that ceiums results 
are necessarily any more error-free than sample results. It only means 
that there is one kind of error in a census and two kinds in a sample. 

NON-SAMPLING ERBOR. Non-sampling errors occur both in studies which 
use samples and in those which involve complete censuses. Such errors are 
nothing more than the accidental (or deliberate) mistakes or errors that 
can happen during any of the stages of data collection, recording, and 
enumeration. Here are some examples of non-sampling errors: a field 
worker checks off a wrong answer; a respondent misinterprets a question; 
an interviewer misinterprets an answer; a field worker selects a wrong 
respondent; a field worker falsifies an interview; a clerk tabulates some 
data incorrectly; an interviewer biases respondents' answers by the way 
he asks questions; and a poorly-designed question elicits erroneous re¬ 
sponses. In short, non-sampling errors are blunders and they occur both 
in complete censuses and in samples. Non-sampling errors cannot be meas¬ 
ured (as can sampling errors) and taken into account in evaluating study 
results. Thoroughness in project planning and careful control over all 
phases of the subsequent study are the only ways that non-sampling 
errors can be minimized. 

SAMPLING ERROR. A Standard work on sampling principles says that: ” 

... in referring to iampUng error or the precision of a sample result, we are 
referring to how closely we can reproduce from a sample the results which 
would be obtained if we should take a complete count or a census, using the 
same methods of measurement, questionnaire, interview procedure, type of 
enumerator, supervision, etc. 

In other words, the measurements produced by samples (statisticians refer 
to these measurements as “parameters”) are really estimates of the true 
statistic. And the measurements produced by censuses are also only esti¬ 
mates of the true statistic (non-sampling errors make them so). Statisti¬ 
cians, in evaluating a sample, use the term “accuracy” to refer to the 
difference between a sample result and the true statistic, and the term 


2RM. H. Hanten, W. H. Hurwits, and W G. Madow, BampUs Methods mmd 

Theory (New York: John Wiley and Sons, 1963), Vol. 1, p. 10. 
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"precision” to refer to the difference between a sample result and the result 
of a ccnnplete count.®* Marketing researchers are concerned with both 
acciiracy and precision—^with accuracy throughout the project and with 
precision because it is statistically measurable ^ (but precision is only so 
measurable if the sample is selected by probability methods **) Sampling 
error (i.e., lack of precision) cannot be avoided, but when probability 
sample selection methods are used, it can be measured and controlled. The 
measure of sampling error is known technically as the "standard error of 
the sampling estimate,” and is defined as follows: A measure of the 
variability inherent in a sample value, due only to the sampling process 
(sampling error), fit] may be computed for almost any mathematically 
determined value obtained from a probability sample. Measures of sam¬ 
pling variability (i.e., standard error measures), then, can be computed 
for such mathematical values as arithmetic means and percentages when 
they are derived from probability sample results.*® Since it isn’t essential 
to our discussion to know how to calculate these measures of sampling 
variability, and since nearly every standard textbook in marketing re- 


26 "The words 'accuracy’ and ‘preciaion’ are often used rather loosely and interchange¬ 
ably, but there is a very important difference between the two concepts. Aecuraep 
means freedom from error. Preciaion refers to the reproducibility of sample results; 
if many samples of the same size were taken from the same population by the same 
methods, the consistencv amons; the results obtained from these various samples indi¬ 
cates the precision of the particular result based on samples of this type.” T. T. Se- 
mon, R. Cohen, 8. B. Richmond, and J. 8. Stock. “Sampling in Marketing Research,” 
The Journal of Marketing, Vol. 23. No. 3 (January 1959), p. 269. 

27 The statistical “sampling error” of probability sample results is a measure of pre¬ 
cision and not of accuracy. It is virtually impossible to measure the accuracy of 
sample results, either for probability samples or for non-probability samples. 

28 In at least the strictest application of the statistical techniques used for computing 
sampling error (i.e., for measuring lack of preciaion). these techniques apply only in 
the case of probability samples. 'This is because the mathematical fourdation of the 
formulas used for measuring sampling error assume random (i.e., probability) selec¬ 
tion of sample members which, of course, is not present in non-probability samples. 
Nevertheless, some marketing researchers do apply the formulas for sampling error 
to non-probability samples; for the rationale behind this application, see: R. D. 
Crisp, Marketing Reaearch (New York: McGraw-Hill, 1967), pp. 277-278. 

28 Luck, Wales, and Taylor, op. rit., p. 192. 

36 The formulas for computing these two measures are: 


1. Standard Error of the Mean = 


Standard Deviation of the Parameter 
■y/Sample Size 


2. Standard Error of a % 


-4 


p -n 


Sample Size 


Where: p is the % of occurrence of a characteristic being studied 
. and: q is 100% — p (i.e., the % of non-occurrence of the same character¬ 

istic) . 

Each of these standard-error formulas can be transposed and used to calculate re¬ 
quired sample sizes. 
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aeardi explame the rather intricate calculations in detail, we need not go 
into them here.*^ It will be sufficient if you just keep in mind the fact that 
it is possible to calculate the amount of sampling error present in prob¬ 
ability sample. This knowledge will help you to underetand the discussion 
of sample sise in the following section. 


Sample Shea 

Any executive who is in a position to approve expenditures for marketing 
research or who uses its results for decision-making should be familiar 
with the basic considerations affecting sample size. Common sense tells us, 
of course, that the larger a sample is the greater the chances are that re¬ 
search results will be reliable. However, the particular sampling method 
used (i.e., whether it is based on probability or non-probability selection) 
directly affects the significance of sample size as an indicator of reliability 
in research results and, as we noted a few pages back, research results 
obtained through sampling also contain non-sampling as well as sampling 
errors. Regardless of whether we have a probability or a non-probability 
sample, non-sampling errors can be reduced only through thoroughness in 
project planning and by careful control over all phases of the subsequent 
study. Sampling errors are the only errors that can be reduced by increas¬ 
ing sample size and, because the statistical formulas for computing sam¬ 
pling errors apply solely to probability samples, only in their case can we 
obtain statistical measures of the adequacy of sample size. How much 
sampling error there is in a non-probability sample and, consequently, the 
adequacy of its size, can be appraised only on a judgment basis. In any 
marketing research project where probability sample selection methods 
are used, however, larger sampling errors go along with smaller sample 
sizes, while smaller sampling errors accompany larger sample sizes. 

Assuming, then, that probability selection methods are used, how can 
we get a sample of the right size—one that is neither too small nor too 
large? A sample is considered “too small” if the amount of sampling error 
present is more than can be permitted by the decision-making require¬ 
ments of the problem under investigation. A sample is “too large” if its 
size is such that sampling error is reduced beyond the point that is really 
necessary; after a certain size of sample is reached, sampling error is 
reduced only slightly relative to the added costs incurred. Dr. L. 0. Brown, 
pioneer marketing author and researcher, says there are four main con¬ 
siderations in planning the size of a sample. They are (1) the amount of 

81 The reader intereated in exploring this matter of calculation further ta referred 
to: H. W. Boyd, Jr. and R. Weatfall, Marketing Reteareh: Teat and Caeee (Home- 
wood, 111.: Richard D. Irwin, Inc., 190S), pp. 290-207, or Luck, Walea, and Taylor, 
op. eit., pp. 190-193. 
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sampling error that is permissible, <2) the amount of risk the decisbn- 
maker is willing to assume that the sample results are, indeed, within the 
limits deemed permissible, (3) the amount of money available for the 
project, and (4) the basic nature of the research being planned.*^ How 
each of these considerations enters into planning the siie of a probability 
sample will be discussed briefly below ** 

pnBMissiBLK SAMPLING BBBOB. The coDcept of ''permissible sampling 
error’’ will be clarified through an example. Suppose that a manufacturer 
plans to launch a special promotional campaign in Buffalo at the point 
when "approximately’' 50 per cent of the households in that city have 
heard of his product. Suppose, further, that management considers "ap> 
proximately’’ to mean within plus or minus 5 per cent—^i.e., the decision 
to launch the special campaign will be made if sample results show that 
as few as 45 per cent of the households know of the product. If the sample 
sise actually used turned out to be too small (e.g., so small that the sample 
percentage might vary as much as 10 percentage points from the true per¬ 
centage) management might make the wrong decision simply because of 
a too-small sample. Sample results might, then, show that only 40 per cent 
of Buffalo households had heard of the product, whereas the true percent¬ 
age might be as high as 50 per cent. Management, then, because of the 
presence of too much sampling error, might be led into making an incor¬ 
rect decision on a problem considered critical. Sampling error, as we said 
before, is reduced by increasing sampling size; so, the permissible sam¬ 
pling error—^the amount that can be present in sample results without 
causing incorrect decisions—^is an important consideration in planning the 
required size of sample. 

decision-makeb’s wilunonesb to assume bisk. Let us continue with 
the above illustration. How “confident” does the manufacturer want to be 
that the sample results in Buffalo are within his specified limits of permis¬ 
sible sampling error? With respect to the Buffalo sampling percentage, 
does he want to be 95 per cent confident, 68 per cent confident, or some 
other degree of confidence? Suppose he says he wants to be 95 per cent 
confident—^i.e., he wants the chances that the Buffalo sample percentage 
will be within the specified limits of permissible sampling error to be 95 

ss Jj. 0. Brown, Markeii»g and XNafriftnfjoii Re$ 0 arch, Srd ed. (New York; Ronald 
PTMI, 1955), pp. 359^275. 

SSMore complete explanationa and tlie detaila of the atatiatieal manipulations in* 
Volved in determining aample aise are to be found in moat marketing reaearck text* 
hooka. For instance, see: Brown, op. eit,, pp. 239*389, or Luck, Wales, and Taylor, 
op. dt., pp. 190*200. These explanations form important segments of marketing re* 
search oourses, and your authors believe that they should not be allowed to take up 
too much spaee in a book devotdl to basic marketing. 
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out of 100 (or 19 out of 30) .** The sunpie eise in Buffalo, therefore, would 
have to be large enough so that in 19 out of 20 cases, the percentage value 
obtained through sampling would not be more than plus or minus 6 per¬ 
centage points (the manufacturer’s permissible sampling error) away 
from the true percentage value in the population (all households in Buf¬ 
falo) . If the manufacturer desired 99 per cent confidence, the sample sise 
would have to be much larger; if he could get by with 68 per cent confi¬ 
dence, the sample size could be much smaller. Therefore, the amount of 
risk of obtaining incorrect information that a decision-maker is willing to 
assume has a definite effect on the required size of sample—^the less risk 
he will assume, the larger the sample has to be; the more risk he will 
assume, the smaller the sample can be. 

MONEY AVAILABLE FOB THE FBOJEGT. Sometimes, management’s needs as 
to permissible sampling error and percentage of confidence are such as to 
indicate a larger-sized sample than the money available will allow. When 
this happens, one thing that might be done is to “scale down" the require¬ 
ments as to permissible sampling error and desired confidence percentage, 
recognizing that some information, even though probably less reliable 
than the decision-maker would prefer, may be better than no information 
at all. Another thing that might be done, of course, is to allot more money 
to the project; this might be appropriate if the research goal is to obtain 
data pertaining to an extremely important decision, such as one involving 
the cultivation of an entirely new market segment. But if the extra money 
is simply unavailable, it may be wiser not to undertake the project at all 
rather than to use an inadequate sample whose results could, in fact, actu¬ 
ally mislead the decision-maker. In setting sample size, then, some sort of 
balance must be found between the amount of money available for the 
project and the requirements as to permissible sampling error and desired 
confidence percentage. 

BASIC NATURE OF PLANNED RESEARCH. Whenever a mass of sample data 
is reduced to an average (e.g., to an arithmetic mean) certain important 
details are obscured. In planning the size of the sample, then, care must 
be taken to guard against the possibility that the significance of the data 
will be lost in the average—i.e., that the average will not accurately reflect 
(or summarize) all of the sample data. For example, two counties might 
have the same average (arithmetic mean) income per household; but in 

S4 Tecbnically, thia detire for "95 per cent confidence” it referred tout "95 per cent 
confidence level"—which the ttatitticien, or retetrcher, meaauret in tennt of "etend* 
•rd errort”—end involvet eetting the "confidence liniite" nt 2 etenderd errore ebovo 
•nd below the percentage shown by the sample results. For a detailed explanation of 
this matter, see: Boyd and Westfall, op. eit., pp. 294*297. 
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County A, household incomes might range from zero to millions of dollars, 
whereas in County B such incomes might range from zero to only $ 25 , 000 . 
In order to reveal the existence of this difference in the range of income 
as well as to obtain the same average in both counties, the required size 
of sample for studying County A (with the extremely wide range) would 
have to be much larger than that required for studying County B (with 
a much narrower income range). To overcome this tendency for averages 
to cover up details that might be important, statisticians use what are 
called measures of dispersion to aid them in determining the proper sample 
size. The best-known and most-used measure of dispersion is “the stand¬ 
ard deviation," which reveals something about the degree to which the 
values in a series vary.®® When the dispersion is great (as in County A), 
the standard deviation is large and a larger-sized sample is needed to 
achieve a desired degree of precision in the results. When there is little 
dispersion and the data have considerable homogeneity (as in County B), 
the standard deviation is small and a smaller-sized sample can be used 
to achieve the same degree of precision. Thus, the sample size necessary 
to meet the three considerations discussed earlier—permissible sampling 
error, decision-maker’s willingness to assume risk, and money available— 
varies with the extent to which the characteristic being measured (house¬ 
hold income in our example) varies in the population being studied. 

Probability vs. Non-Probability Samples 

Now, then, what are the relative merits and limitations of probability and 
non-probability samples? Probability samples, as we have seen, enjoy a 
significant advantage in that they are the only kind where the amount of 
sampling error present is measurable, and where it is possible to pre¬ 
determine the needed sample size. In non-probability samples, in contrast, 
judgment is the sole basis for appraising sample error and for determining 
sample size. Probability sampling, however, requires that individual items 
in the sample be chosen by a process of random selection (which involves 
using often-complicated probability mechanisms); thus, greater statistical 
competence and more time are required to plan and use probability sam¬ 
pling. For these reasons, then, probability samples generally cost more 
per observation (included in the sample) than non-probability samples. 
So it is not too surprising that most of the samples used in marketing 
research are non-probability samples; they cost less per observation, 
mainly because less time is taken, and relatively little statistical sophisti¬ 
cation is required in planning the sample design and in selecting respond- 

86 "Th« standard deviation, [which is defined as] the root mean square of the devia-g 
tions of the observations about their [arithmetic] mean, has become the almost uni¬ 
versally accepted measure of absolute diapernon in economic and business analysis.” 
R. Ferber and P. J. Verdoorn, Research Methods in Meonomies and Business (New 
York: Macmillan, 1&62). p. 67. 



IIABXETINO BBSBABCR 337 


ents. And often a non-probability sample is perfectly adequate for certain 
usM—e.g., for pretesting a questionnaire before putting it in final form. 
However, the ^eat limitation of the non-probability sample still remains 
—since the chances of including a particular meml^r of a populatiim in 
the sample are undeterminable, the laws of probability do not apply and, 
hence, no measure of precision can be computed; and, similarly, it is not 
possible to predetermine the required sise of sample. In other words, the 
fact still remains that in non-probability sampling, most of the selei^ion 
of respondents is left to the accident of availability of persons and to the 
personal whims of interviewers,** and the size of the sample itself is left 
to the researcher’s judgment. The conclusion seems fairly clear: where at 
all feasible, probability sampling methods should be used; but, if in a par¬ 
ticular study only general estimates are needed and funds are limited, 
then an appropriate non-probability method will suflSce. Professors Lorie 
and Roberts state that the choice between probability and non-probability 
samples should depend on the relative importance of the decision to be 
made. In their words: 

... nonprobability sampling is more attractive the less vital the decisions to 
be made on the basis of the study. The reason, of course, is that with non¬ 
probability sampling the bias and sampling variability can only be guessed, 
while proWbility sampling gives an objective evaluation of sampling error. 
Therefore in collecting data for very important decisions one does not like 
to risk nonprobability samples if probability samples are avulable. 


lUDGETING POR MARKITING RISIARCN 

In budgeting funds for marketing research, management must answer 
three important questions: (1) How large should the total budget for 
marketing research be? (2) How much money should be invested in indi¬ 
vidual marketing research projects? and (3) What controls should man¬ 
agement exercise over expenditures? Let us consider these questions in 
some detail. 


S/zo of Markating R»$0areh BudgBt 

There are no pat solutions to the problem of how large the total marketing 
research budget should be. Actual expenditures vary from one company 
to another. They appear to vary with the size of the company, the nature 
of its operation, and the marketing leadership position that management 
sets for itself as a goal within the industry. 

Large companies generally spend more dollars, although smaller per¬ 
centages of their sales volumes, for marketing research than do small com- 

SSLudc, WalM, and Taylor, op. ^t., p. 217. 

S7 J. H. Lorie and H. V. Robert^ Batie Methods of Marketing Besearek (New York: 
McGraw-Hill, 1851). n. 1S7. 
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panics. This is to be expected, for it is the very sise of a large cconpany 
which makes possible effective and economical use of many specialists 
(including marketing research specialists) that a small company finds it 
cannot afford—at least on its regular payroll. Research directors command 
annual salaries of at least |12,5(X), with other expenses incurred in oper¬ 
ating even a modest department equaling or exceeding that figure, so the 
minimum costs of having a marketing research department must run to 
at least $25,000 per year. This is “a drop in the bucket” for a. large com¬ 
pany, but it represents a substantial percentage of total sales for many 
a small company. If a company is too small to budget at least this amount 
for marketing research, it should forgo having its own department, and 
arrange instead to invest what it can afford in the services of outside mar¬ 
keting research agencies and consultants. Typically, however, small com¬ 
panies with small marketing research budgets make little use of outside 
research assistance. In one study of 180 firms, for instance, 47 small firms 
with an average annual sales volume of $870,000 spent nothing whatever 
on outside research assistance while 27 large firms with an average annual 
sales volume of $337,000,000 spent more than 50 per cent of their market: 
ing research budgets for outside help.*® So even though a small company 
•—operating, typically, with a part-time assignment of responsibility for 
marketing research (some executive has it “in addition to his other du¬ 
ties”)—may really need more outside help than a large firm, this study 
showed that it actually receives less outside help. It is often advisable, 
however, even in a large company with its own department, to retain such 
outside help, since demands for marketing research projects frequently 
exceed the capabilities of company personnel, or require more time to 
complete than they have available. Sometimes a project is simply too 
large for company personnel to handle, or it involves activities (e.g., field 
interviewing in numerous and scattered cities) which can be done more 
economically by an outside agency 

The nature of a company’s operation also affects the size of its market¬ 
ing research budget For instance, if a company is a heavy user of adver¬ 
tising and sales promotional devices, if it maintains a large sales force, 
and if it distributes its products through fairly complex distribution chan¬ 
nels, it is quite likely to be a heavy user of marketing research. Manage¬ 
ment, in other words, faced with these marketing conditions, must make 
numerous decisions and should, therefore, have greater needs for informa¬ 
tion that marketing research can provide. Such conditions are more typical 
of consumer goods companies than of industrial goods companies, and 
budgets for marketing research are usually larger in tiie consumer goods 
field. 

Similarly, if the management of a company aims at achieving market- 


38 Crisp, op. eit., pp. 20-21. 
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ing leadership in the industry, it is very likely to have a larger marketing 
research budget than a company whose management has lower aspirations. 
Of course, a company becomes an industry leader partly because of for¬ 
tuitous circumstances, but even more because its management succeeds to 
a very high degree in adjusting product characteristics and company poli¬ 
cies to the needs of different markets, doing so in such ways as result not 
only in sales but in profits. The way to industry leadership, then, is largely 
down the road of good marketing. And since good marketing depends on 
excellence in decision-making, management wants to base its decisions on 
the best information possible. That is the main reason why a company 
striving for marketing leadership will probably have a larger marketing 
research budget than a company which is content to settle for less. 

One more point concerning the total size of the marketing research 
budget: very few companies spend more than they should. Most spend far 
more for production-oriented research than they do for marketing re¬ 
search, and this in spite of the fact that it usually costs less to manufac¬ 
ture a product than it does to market it. There are relatively few unex¬ 
ploited opportunities for improving business efficiency left in production; 
such opportunities remain mostly in marketing. Thus we should expect, 
at least in the well-managed concern, that the long-run trend of dollar 
expenditures for marketing research should be up —that is, if management 
is consciously trying to do a more efficient job of marketing through better 
decision-making. 


Cosfs of Individual Marketing Research Projects 
To the question of “how much should be invested in a particular research 
project,” the theoretical answer is “something less than the value the 
decision-maker places on having the information produced by the re¬ 
search.” Both amounts—^the how much to invest and the worth of the 
resulting information—are difficult, if not wholly impossible, to estimate. 
Not only is it hard to put a dollar tag on the worth of specific items of 
information, it is at least as hard to say how much should be spent in 
obtaining that information. In spite of these difficulties in estimation, there 
are a few things we can say about the costs of individual marketing re¬ 
search projects. We can note, for one thing, that it never is worthwhile to 
launch a project so broad as to contemplate making available all the pos¬ 
sible items of information about a particular decision situation. Of course, 
we can never get all this information anyway—^because decisions are al¬ 
ways made with reference to the future and there are always some un¬ 
certainties about the future. Research information can help reduce these 
uncertainties, but it cannot eliminate them entirely. Another thing we can 
say, as we said earlier in this chapter, is that the cost of a project is 
related to the degree of precision management expects to have in the 
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researeh results. Increased precision is bought at the price of higher proj> 
ect costs and greater amounts of time spent in processing the results. 
Another way of making the same point: the more confidence management 
wants to be able to put in the results, the larger and more expensive the 
sample, and the more costly the research techniques that are needed to 
obtain data which have the desired level of precision. 

We should note, too, that individual projects vary in cost according to 
whether they are undertaken by company personnel, by outside agencies, 
or are joint endeavors of some kind. Outside research organizations are 
profit-making enterprises, and naturally price their services in excess of 
the actual costs incurred. Many outside researchers are reluctant to accept 
individual projects involving only a few hundreds or thousands of dollars, 
and some are interested only in projects involving tens or hundreds of 
thousands of dollars. Perhaps this explains why, as we mentioned earlier, 
small companies with small marketing research budgets make so little use 
of outside research assistance. However, most communities have smaller 
marketing research agencies and “free-lance” consultants who are more 
willing to take on small projects. Even marketing professors have been 
known to take on such projects—an academic version of “moonlighting.” 

ManagBrial Controls over Marketing Researxh Expenditures 
In most companies, management exercises control over marketing re¬ 
search expenditures mainly through the annual budget. The marketing 
research director is responsible for estimating these expenditures for the 
coming budgetary period and for submitting his estimates to management 
for approval. He usually bases his budget estimates on some combination 
of anticipated costs of planned studies, contemplated changes in policy 
and personnel, past experience, and a reserve for contingencies and for 
projects unanticipated at budget-making time but which may have to be 
conducted during the budgetary period.*® Management, at this stage 
of budget-making, can exercise control over marketing research expend¬ 
itures in two ways—^by approving or disapproving the proposed budget, 
and by raising or lowering requests for specific items of expenditure. In 
many companies, too, after the budget has been finally approved and 
the department is operating under it, management exercises further con¬ 
trol by requiring spiecific approval for expenditures over some pre-deter- 
mined amount and for expenditures involving the use of outside research 
assistance.^® 

The fact that most marketing research budgets include a “reserve for 
contingencies” deserves additional comment. Although certain expendi- 

M National Induatrial Conference Board, Studies in Busineas Policjr, No. 72 (New 

York: N.I.C.B.), p. 33. 

40/Md.,p. 34. 
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tures can be anticipated rather accurately for long periods into the future 
(e.g., the research director's salary), other expenditures are difficult (some 
impossible) to forecast for even a few months ahead. Virtually without 
exception, at the time the budget is being put together, it is impossible 
to foresee all the problems that may have to be investigated, let alone 
to estimate the costs of carrying through the resulting marketing re¬ 
search projects. Problems which at budget-making time may be non¬ 
existent, or simply not recognised as problems, may develop or become 
matters of importance, and it is obviously foolish to have to wait until 
the next budget period to begin investigations of them. Therefore, many 
writers on marketing research recommend that there be a substantial 
contingency reserve, and that ''earmarked” funds in the budget be limited 
to items that can be estimated with considerable accuracy for long periods 
ahead.^^ Of course, some companies have less need than others for such 
contingency reserves to cover unanticipated demands for marketing re¬ 
search. Specifically, there is less need in companies which consider budgets 
flexible guidelines to expenditure rather than rigid expenditure limits 
which must be maintained regardless of the consequences. 


CONCLUSION 

A marketing manager must have a keen understanding of mar¬ 
keting research’s role in decision-making. He must understand how 
a carefully planned program of marketing research, designed to 
generate a flow of ideas and information, fits into the over-all 
decision-making process. He must appreciate the great potential 
marketing research has in furnishing him with data on the forces 
affecting marketing decisions—data on the uncontrollables, the 
competitive situation, the controllables, and on market measure¬ 
ment and planning. He must realize that the starting point of 
any marketing research study should be mutual agreement (by 
management and the researcher) on the identity of the problem, 
since both research time and money are wasted unless the prob¬ 
lem for study is accurately pinned down. He should see to it that 
each research project is truly a planned search for information— 
that each has well-defined research goals, an organized effort, a 
step-by-step schedule, all directed toward obtaining as reliable 
information as possible within the limits of time and money avail¬ 
able. He must know enough about sampling, because marketing 
research uses it so extensively, to allow him to evaluate research 
results intelligently. He must know the strong and weak points 
of probability and non-probability sample designs and fully ap- 

For instance, see: Lorie and Roberts, op. cil., p. 326; and Luck, Wales, and Taylor, 
op. «*t.. p. 483. 
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preciate the significance of non-sampling and sampling errors 
in his appraisal of research results. Similarly, he must understand 
the main considerations entering into the determination of sample 
size, both to assist him in setting budgets for individual projects 
and in his later appraisals of resulting data. He should recognize 
how the total amount that should be budgeted for marketing re¬ 
search is affected by the size of his company, the nature of its 
operation, and its aspirations for marketing leadership. Finally, 
he should look upon the marketing research budget not as a rigid 
restriction on information-gathering activity but as a flexible 
gjuide, which can be adjusted with changing needs for informa¬ 
tion. 


QUfSTIONS AND PROBLIMS 

1. “By contributing toward reductions in the cost of distributing 
goods from producer to consumer, marketing research makes 
it possible for the consumer to enjoy better products at lower 
prices than would otherwise be possible. By thus enabling 
each dollar to buy more, the entire standard of living of the 
people is raised to higher levels." Arthur C. Nielsen, Sr. 
in “Marketing Research—^Past, Present and Future," Nine¬ 
teenth Charles Coolidge Parlin Memorial Lecture, Phila¬ 
delphia Chapter, American Marketing Association, May 21, 
1963. Do you agree with Mr. Nielsen’s contention? Why 
or why not? 

2. Trace the historical reasons for the rising importance of 
marketing research. To what extent do these reasons ac¬ 
count for the common organizational problems encountered 
in using marketing research? Discuss the various trends in 
modern business which appear now to be changing the way 
marketing research departments operate. 

3. Discuss the potential contributions marketing research can 
make during each of the several stages in the decision¬ 
making process. Analyze the relationship of internal and 
external studies to marketing decision-making. 

4. Comment on the following two statements: 

a. “To manage a business well is to manage its future; and 
to manage the future is to manage information." 

b. “It is equally as important for management to know 
when not to use research as to know when to use it." 

5. Refer to the list naming 39 different major types of mar¬ 
keting research performed by American companies, and 
answer the following questions: 
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a. What information of value to decision-makers might each 
type of study provide? 

b. Why is it that so few marketing research studies focus 
directly on the influences of uncontrollables? 

c. Why do so many focus on the influence of controllables? 

6. Who should identify the problems to be studied—the mar¬ 
keting researcher or the marketing decision-maker? Justify 
the position you take. 

7. Explain the meaning of each of the following; 

a. preliminary exploration 

b. situation analysis 

c. permissible sampling error 

8. Differentiate: 

a. primary and secondary data sources 

b. factual, opinion, and interpretative surveys 

c. experimental method and observational method 

d. population and sample 

e. probability and non-probability samples 

f. non-sampling error and sampling error 

9. “Bad research is the cause of many marketing failures. Poll¬ 
ing is the greatest contributor to marketing failure because it 
is conducted on the assumption that people can or will tell 
you why they buy a product.” To what extent is this state¬ 
ment true? False? 

10. Why should a marketing research project be a planned 
search for information? In planning a marketing research 
project, what types of decisions are required? Who should 
make them? Why? 

11. What problems are involved in relating research objectives 
to the amount of money available for marketing research? 
Who should resolve these problems? Why? 

12. Discuss the various criteria for choosing the research meth¬ 
od (s) to be used in carrying out particular marketing re¬ 
search projects. 

13. Explain how statisticians use the terms “accuracy” and “pre¬ 
cision” in referring to samples. 

14. How is sample size related to errors in sample results? When 
is a sample “the right size?” What does the decision-maker’s 
willingness to assume risk have to do with sample size? 

15. Compare and contrast the relative merits and limitations 
of probability and non-probability samples. Who should 
specify the type of sample—^the marketing researcher or the 
decision-maker? Justify the position you take. 
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16. How do you explain the fact that the size of the marketing 
research budget varies greatly from company to company 
and from industry to industry? 

17. How should the decision be made on the amount of moni^ 
to invest in a particular marketing research project? 'Who 
should make this decision? Why? 

18. Discuss the various controls over marketing research expend¬ 
itures that management might set up. 

19. Under what conditions might the manager of a marketing 
research department ask that a “reserve for contingencies" 
be included in the budget for his department? 

20. You have just been hired by a medium-sized manufacturer 
of dog food to set up and manage a marketing research de¬ 
partment. You are to report directly to the vice-president 
in charge of marketing but, since the company has not previ¬ 
ously had a formally-organized marketing research depart¬ 
ment, there is no clear-cut statement of departmental ob¬ 
jectives and you have no job description as yet. Formulate 
a statement of department objectives and write a job de¬ 
scription for your position as department head. 

21. The Oatskill Toy Manufacturing Company with annual 
sales of $2,500,000 sells its line of wooden toys mainly to 
schools and church organizations, but some mail-order busi¬ 
ness has been transacted with parents and other consumers. 
Even though the number of school-age children has grown 
significantly over the last decade, Catskill’s unit volume has 
remained relatively stable with dollar sales increases being 
largely accounted for by price rises. The line of products 
ranges from building blocks sold in $1, $5, and $10 sets to 
large wooden playground equipment priced as high as $225. 
The company employs no salesmen, but sells its products 
through school supply houses and manufacturers’ agents by 
means of a catalog distributed on request to interested par¬ 
ties. As the newly-appointed marketing vice-president of 
this concern, you have an advertising manager and a sales 
manager reporting to you and you have just been authorized 
to add a marketing research man to your staff. Outline the 
procedure you would follow in recruiting and selecting this 
new man. What kinds of studies would you want the new 
marketing research man to conduct and in what priority? 
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In order to do marketing planning, which consists of 
setting marketing objectives and of determining and 
scheduling the steps necessary to achieve them,* man¬ 
agement needs market measurements—i.e., sales fore¬ 
casts. Our main concern in this chapter will be with the 
problems of making market measurements and using 
them for setting marketing objectives, which, as will be 
evident throughout our discussion, can be realistically 
set only if the company has the marketing capabilities to 
achieve them. Much of our discussion focuses specifically 

1 Committee od Definitions, Mmrk«tin§ De^nitiont (Chicago: 

American Marketing Aaoociation, 1060), p. 16. 


345 



346 MABKIBTINO DEaSION-BCAKINO 


on the analysis leading up to setting the sales volume goal which, you will 
recall, ranks second only to the net profit goal in the hierarchy of market- 
ing goals.^ 

Before we deal directly with market measurements (i.e., sales forecasts), 
we must make sure that we have the proper perspective. We must realize 
that setting a sales volume goal is a critical decision since all other mar¬ 
keting planning decisions are linked to it. The actual setting of this goal 
is a phase of the part of marketing planning concerned with stating ob¬ 
jectives and setting net profit, growth, and ether goals—all of which are 
derived from the sales volume goal and affected by such considerations 
as the estimated costs of attaining the sales volume goal. The other part 
of marketing planning is concerned with the detailed outlining of the 
steps necessary to reach the stated objectives, of which the sales volume 
goal is one of a hierarchy of related objectives. Therefore, all phases of 
marketing planning are intertwined—and setting the sales volume goal 
is not only a critical decision but an important consideration throughout. 

WHAT 1$ A SALIS IIORECAST? 

A sales forecast is more than just a sales estimate. The single estimated 
figure we commonly think of as a “sales forecast” actually is the outcome 
of a great deal of planning work known as sales forecasting which, in 
general, involves a summing up of where a company is and how it got 
there, an assessment of its marketing capabilities, an evaluation of the 
uncontrollable and competitive forces influencing the company’s future, 
and the drafting of a marketing plan under whose terms the company’s 
prospects for future sales can be quantified and expressed in the form 
of a sales estimate. In the words of one executive, “Sales forecasting comes 
down to equating opportunity and effort’’ ®—i.e., matching a given amount 
of opportunity for making sales with the types and amounts of marketing 
effort required to capitalize on that amount of opportunity. Different 
amounts of sales-making opportunity call ior different types and amounts 
of marketing effort to capitalize on them—i.e., they call for different mar¬ 
keting plans. A particular sales estimate, then, has meaning only when it is 
tied to a proposed marketing plan. Furthermore, the forecaster visualizes 
a •'particular set of uncontrollable and competitive forces as influencing 
the company’s future and this, too, affects both the sales estimate he ar¬ 
rives at and the marketing plan he proposes, (assuming one set of uncon¬ 
trollable and competitive forces results in one sales estimate and one 
marketing plan, assuming another set result in a different sales estimate 

2 S«e Chapter 11, pp 2S6-267. 

SP. O. Peterson, “The Use of Media in Making Sales Forecasts," in Materiai* aa4f 

Methods of Soles Pnrecattinff (New York: American Management Association, ISfiT), 

Special Report No. 27, p. 45. 
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and a different marketing plan, and so on) Taking all these thinp into 
account, we define a sales forecast as an estimate of sales during a specified 
future period, which estimate is tied to a proposed marketing plan and 
which assumes a particular set of uncontroUabU and competitive forces.* 

MAJOR CLASSiS OP SAUS PORICASTS 

There are two major classes of sales forecasts: short-range and long-range. 
These differ not only in the length of the perfod they cover but in their 
uses. Short-range forecasts, also known as “operating” forecasts, usually 
cover periods up to a year and indicate estimated sales volumes under 
given marketing plans and particular assumptions as to uncontrollable 
and competitive forces affecting operations. The short-range sales fore¬ 
cast serves as a starting point for the entire planning and budgeting pro¬ 
cedure, not only in the marketing department but in other departments 
and for the company as a whole. In addition, top management uses the 
short-range sales forecast together with the budget to coordinate the op¬ 
erations and practices of such departments as marketing, production, 
personnel, purchasing, and finance. 

Long-range sales forecasts are for periods longer than one year (usually 
periods from two years and up) and, in contrast to short-range ones, are 
much more concerned with basic trends (e.g., population increases and 
shifts, changes in income distribution, changes in the relative importance 
of different types of middlemen), analyzing them, for example, to appraise 
needs for new products, changes in the sizes of the sales force and the 
advertising appropriation, and shifts in distribution policy. Such basic 
trends normally are slow-moving (they do not change very much over 
short periods) so the short-range sales forecast often, for practical pur¬ 
poses, devotes comparatively little attention to them. And since long- 
range forecasts do not have to take such things as present plant capacity 
or capital as “given,” they are not bound by such restrictions as having 
to assume that the product line will be unchanged, that no great changes 
will occur in the size of the sales force and the advertising appropriation, 
and that no important shifts will be made in distribution policy. A long- 
range forecaster then, does not have to assume that the marketing capa¬ 
bilities of his company will be the same in the future as in the present, 
and this permits him to focus directly on measuring the extent of future 
sales-making opportunity. Because of this focus, management has a basis 
for planning major changes in production capacity, and for planning fi¬ 
nancial structure and a build-up of the marketing capabilities needed to 

4 Thw definitioa i« aomewhat different from that of the American Marketing Anoci- 
ation. The AMA. definea a aalea forecaat aa "an eatimate of aalea, ia.doIlara or phyai- 
cU unita, for a Q>ecified future period under a propoaed marketing plan or program 
and under an aasumed aet of economic and other forcea outaide the unit for which 
the forecaat ia made." Bee; Committee on Definitions, Marketimg Definitions, p. 20. 
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capitalize on whatever portion of the total long-range sales-making oppor¬ 
tunity that management sets as its long-range goal. 

Both classes of sales forecasts, however, are of great interest to mar¬ 
keting. The short-range forecast is an important part of short-range 
planning, since it is, by definition, a sales estimate tied to a particular 
marketing plan. It also provides information needed for setting sales ter¬ 
ritorial boundaries, establishing quotas (i.e., sales goals) for salesmen and 
products, and for planning advertising campaigns. The long-range sales 
forecast furnishes information needed for planning long-range changes 
in a company’s marketing operation. Results of long-range forecasts are 
helpful, for example, in planning the addition of new products and the 
dropping of old ones—both decisions typically require longer than a year 
to carry out. Such forecasts are also useful in planning expansions or 
contractions in marketing personnel; for example, the impact of changes 
can be softened if changes are planned to take place gradually rather 
than abruptly. Other marketing uses of long-range sales forecasts include 
determination of advertising strategies and expenditures over long periods, 
decisions to open up new markets or to withdraw from old markets, and 
decisions to change the system of physical distribution (e.g., to close 
widely-scattered company-owned warehouses and handle all shipments 
directly from the plant). In general, then, the marketing department uses 
the short-range sales forecast in making the operating decisions needed 
to carry out a particular marketing plan, and it looks to the long-range 
sales forecast for guidance in making decisions on matters that have long- 
range implications. We will, in this chapter, concentrate mainly on the 
problems of short-range sales forecasting and the uses of short-range 
sales forecasts, but the significant role of long-range forecasting appears 
at various points, both in this and in succeeding chapters.^ 

SALIS P0RICASTIN9 AND lUSlNISS PLANNINO 

Sales forecasting leads ultimately to the setting of sales volume goals, 
and, as we shall see, such goals are pivotal in a company’s round of plan¬ 
ning activities. Decisions on sales volume goals are critical not only be¬ 
cause of their controlling influence on other marketing decisions but 
because they strongly affect decisions in other departments throughout 
the business. It is helpful to think of business planning as the linking of 
two or more executive decisions with the aim of maximizing their joint 
effectiveness.* Bearing this concept of business planning in mind, then. 


B For an extended diacuaeion which focuaea directly on long-range forecaating and 
planning, aee: H. Lazo and A. Corbin, Management «n Marketing (New York: Mc- 
Qraw-Hill, 1961), pp. 32-70. 

• “Theory and Practice of Market Planning," Coat and Profit Oattook, Vol. 11, Nob. 
7 and 8 (July-Auguat 1988), p. 1. 



MARKET MEASUREMENT AND FORECASTING S49 

consider how setting a sales volume goal answers the question o! “how 
much of what kinds of goods should be produced,” and also guides and 
limits other decisions both with respect to marketing and non-marketing 
problems. This decision, in other words, has important interdepartmental 
and company-wide implications and, for that reason, top management 
has a vital stake in it, often, in fact, making the final decision itself. Al¬ 
though sales volume goals are used as a basis for planning in all depart¬ 
ments of a company, we will confine our comments to the important 
implications this decision has for planning in four departments: produc¬ 
tion, personnel, purchasing, and finance. 


Production Dopartmont 

In a “make and sell' business, close coordination of marketing and pro¬ 
duction operations is essential if the enterprise is to achieve its profit goal 
which, of course, is derived from the sales volume goal. Once top manage¬ 
ment approves the short-range sales forecast, it has established the basis 
for coordination of these two departments’ operations. Using the short- 
range sales volume goal as a starting point, production planners have the 
information they need to draft production schedules and make other plans 
related to the level of plant operations. Receipt of the long-range sales 
volume goal by the production department is the signal to evaluate the 
adequacy of plant and equipment relative to market demand for a long 
period ahead, and subsequent analysis may reveal that production capac¬ 
ity should be expanded or altered (e.g., to change the product line). Both 
short-range and long-range sales forecasts should be converted into pro¬ 
duction plans in such ways that production costs are not raised unduly. 
In the short-range, production schedules and inventory levels must be so 
planned as not to significantly raise unit costs of production and, in the 
long-range, changes in plant facilities and capacity should be manipulated 
to the same end. Both short-range and long-range changes in production 
operations, of course, should be accomplished without unwarranted reduc¬ 
tion in the company's capability to serve its customers satisfactorily (e.g., 
without resulting in long delays in shipping customers’ orders). 

Porsonnol Dopartmmnt 

The personnel department’s plans are also based to a large extent on 
sales forecasts. The personnel department uses the short-range sales esti¬ 
mate together with the production schedule in determining the company’s 
manpower needs during the coming operating period. It uses long-range 
forecasts in planning any substantial changes in the siae of the work 
force which may accompany predicted long-term increases or decreases 
in the company’s business. Furthermore, the personnel department finds 
both classes of sales forecasts helpful in determining the scope and nature 



350 MABXKriNO DBCIBION-MAXma 


of hiring, training, and restraining programs that may be involved in 

successfully reaching planned sales volume goals. 

* 

Purchasing Dupaifmw^ 

The purchasing department is mainly interested in the short-rai^ sales 
forecast. Purchase planners use the resulting sales volume goal in setting 
up the purchase schedule of materials needed for production but, of 
course, in doing so, they also refer to the production schedule which, as 
you will recall, is also based largely on the sales forecast. The short-range 
sales forecast also helps the purchasing department to anticipate the 
company's needs for routine supplies of all types (e.g., oflSce stationery, 
maintenance materials, and fuel). 


Finance Department 

The finance department uses the short-range sales forecast (combining 
it, of course, with its own specialized knowledge of such factors as credit 
policy and collection experience) in projecting the pattern of the probable 
inflow of cash. When this projected pattern is compared with the pro¬ 
jected spending pattern (determined in large part by the purchase schedule 
which is also drafted on the basis of the sales forecast), financial execu¬ 
tives can plan for such matters as short-term borrowings and temporary 
investment of excess cash. The finance department uses the long-range 
sgles forecast as a basis for planning changes in the capital structure (i.e., 
for retaining earnings, selling stock, or floating bonds) as, for example, 
when the long-run sales outlook indicates the need for additional plant 
capacity and financing. Still another aspect of the finance department’s 
interest in sales forecasts, both long-range and short-range, lies in the 
formulation of dividend policy—decisions to pay or not pay dividends, 
and to increase or decrease them should be tied in very closely with sales 
forecasts.'^ 

Mr. C. H. Gager, an executive of the Coca-Cola Company, very neatly 
illustrates the close relationships of marketing and financial plans in these 
words: ® 

Many a good pioduct and many a good plan for marketing have stubbed 
their toes for lack of funds—which, itself, is often the result of tackling too 
large a part of the market opportunity with insufficient capital.... New 
plant and machinery may not l^ had overnight or for nothing; new prod¬ 
ucts depend on costly research; expanded volume, whether in old or new 

7 J.'D. Bodge, “The Use of Sales Forecasts by Other Departments,” in Saht Fore- 
easting: Use*, Teehniquee, and Trends (New York: American Management Aasocia* 
tion, 1956), Special Report No. 16, p. 85. 

S “Creative Marketing—A Key to Sales Success,” in Broadening fforizons jii Market¬ 
ing (New York: American Management Association, 1956), Marketing Series No. 96 , 
p. 57. 
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products, requires working capital as well as fixed capttid; the financial 
situation may dictate a gr^ual expansion, and maiketing plans need to be 
contrived to meet progresdve steps of capacity. , 

Responsibility of AAarketing Management 

Top management usually reserves the right to approve, disapprove, or 
modify proposed sales forecasts, but the preparation of sales forecasts is 
normally considered a responsibility of marketing management, although 
the chief marketing executive may or may not actually do the forecasting 
work personally. In some companies, however, and certainly in many 
small ones, the marketing executive must do the sales forecasting or, at 
least, see to it that other interested parties—such as the general sales 
manager, advertising manager, product managers, the production vice- 
president, and the company treasurer—are coordinated in their efiforts to 
put a forecast together. Even if a company has competent professionals 
on its payroll who are available for sales forecasting assignments, such as 
highly qualified marketing researchers or economists, the marketing ex¬ 
ecutive still must stand ready to advise them, to furnish them with the 
benefits of his experience and thinking. Certainly he is, or should be, the 
one best qualified to speak with authority on such matters as the 
company’s contemplated marketing plan, competitors’ pricing strategies, 
forthcoming promotional campaigns (both by the company and its com¬ 
petitors), new developments that might affect sales of specific products, 
any prospective plans for changing sales manpower, and any move that 
may be afoot for stepping up or easing down on the selling emphasis given 
to individual products. All such matters bear directly on a company s 
ability to realize sales-making opportunity, and whoever does the actual 
sales forecasting work must be made aware of such information. Other¬ 
wise, there is little chance that the sales forecast will be useful in mar¬ 
keting planning. 


SHOIT'RANAE POiECASTINO PROCEDURBf 

Short-range forecasting procedures vary among companies and among 
products, but any good procedure will be characterized by these six 
main features: (1) identification of uncontrollable factors affecting the 
general business outlook and the future sales of the industry and com¬ 
pany, (2) a set of criteria for selecting those uncontrollable factors 
most useful for forecasting purposes, (3) a forecasting method (i.e., some 
system for arriving at an industry or company sales for^ast in quan¬ 
titative terms), (4) a scheme for breaking down the industry sales 
forecast into a company sal^ forecast and this, in turn, into smaller 
breakdowns for purposes of planning and control, (6) consciow atten¬ 
tion to deriving a sales volumfe goal consistent with an appropnate mar- 
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keting plan, and (6) an evaluation gystem for appraising individual 
forecasts. In the following sections, we will examine the nature and 
importance of each of these features. 

Identifying the Pertinent Uneontrollablet 
The first step in forecasting company sales is to identify the uncontrol- 
lables that affect the general business outlook and the selling opportuni¬ 
ties that exist for the industry and company in the period being forecast. 
Economic uncontrollables, as a group, are usually the fastest changing, 
with changes in psychological and sociological uncontrollables normally 
influencing a company’s sales volume very slowly. However, even though 
economic uncontrollables are likely to be the ones most closely scruti¬ 
nized by the forecaster, he must also be on the alert for changes in 
psychological and sociological uncontrollables that are likely to be re¬ 
flected through changes in economic uncontrollables. 

Among the economic uncontAjllables that the forecaster should con¬ 
sider are the various components of the '‘income-expenditures model”: 
national income, gross national product, disposable personal income, 
consumer spending, private investment expenditures (i.e., investments 
in industrial goods, changes in business inventories, and residential con¬ 
struction), corporate profits, and compensation of employees. Other eco¬ 
nomic uncontrollables that may deserve consideration include the general 
price level, numbers of people employed and unemployed, consumers’ 
propensities to save and to consume, and business expansion plans. 

One special' type of economic uncontrollable that usually should be 
carefully studied is the matter of inter-industry competition. Here the 
forecaster must try to determine the extent to which the products of 
the industry are in competition with the products of other industries. 
For example, in forecasting sales of butter, one must appraise the extent 
to which butter meets competition from butter substitutes, such as mar¬ 
garine. Usually, but not always, price is the main basis for inter-industry 
competition, and, as the price variation widens, the industry with the 
higher price tends to lose business to the industry with the lower price. 
The relative prices of products of competing industries, however, may 
or may not have important effects on sales-making opportunities, de¬ 
pending, among other things, on how much consumers actually know 
about comparative prices and on whether they consider significant the 
amount of money represented by the price. 

^metimes, inter-industry competition takes place on such non-price 
(i.e., non-eoonomic) grounds as the psychological and the sociological. 
An instance of inter-industry competition fotmded on a psychological 
basis is provided by the butter and margarine producers, both of whom 
use “health” appeals. A sociological basis for inter-industry competition 
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is found in the marketplace battle of beer and bard liquors—^most work¬ 
ing class and lower-income groups appear to favor beer, with professional 
and executive classes along with higher-income groups favoring such 
hard liquors as bourbon, scotch, and gin—brewers direct some appeals 
to hard liquor consumers and distillers direct appeals to beer-drinkers, 
thus each industry seeks to enlarge its market at the other’s expense. 

Fairly often, the analyst finds that two of the same industry's products 
compete with each other. For instance, black-and-white TV sets com¬ 
pete with color-TV sets. Although some consumers clearly are in the 
market either for just one or the other, some consumers are prospects 
for either product. Often this “switch” group of potential buyers will 
make their decisions on economic grounds (mainly price, or the avail¬ 
ability of credit), but sometimes their decisions will be swayed by psycho¬ 
logical or sociological arguments (e.g., to keep up with the Joneses or to 
get ahead of them). Here we see a good instance of the interplay of eco¬ 
nomic, psychological, and sociological factors affecting the relative sise 
of sales-making opportunities for competing products; such factors must 
be taken into account in forecasting sales of individual products. 

Many other psychological and sociological uncontrollables can affect 
the general economic outlook and industry and company selling oppor¬ 
tunities. The size of the total population and changes in its composition 
(i.e., by age groups, types and sizes of families, geographical shifts, birth 
and death rates, and so on) are significant factors to consider in fore¬ 
casting sales of many products (e.g., groceries and drugs, clothing and 
wearing apparel, appliances and furniture, sporting goods, baby car¬ 
riages, wheel chairs, and coffins). Public attitudes on the chances of 
war are real considerations in sales forecasting for some products, es¬ 
pecially those the public remembers as being scarce during wartime 
(e.g., shoes, coffee, tires and appliances). Public optimism or pessimism 
concerning the general economic outlook (e.g., the chances of continuing 
prosperity or impending recession) also affects industrial buyers’ and 
consumers’ intentions to buy or to refrain from buying items involving 
major outlays. Similarly, the trend of fashion and the rapidity with 
which a new fashion spreads affects sales in many industries (e.g., ladies’ 
millinery and men’s ties). And, sometimes, for various reasons including 
habit, social group influences, cultural and religious influences, and the 
accumulated impacts of industry and anti-industry propaganda, large 
numbers of consumers are psychologically predisposed either for or 
against the purchase and use of particular products. 

Identifying the uncontrollables that exert significant influences on a 
product’s sales requires that management stay well informed on the 
firm’s operating environment. Determining which uncontrollables are sig¬ 
nificant is a matter of keeping up-to-date on the business news and of 
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being well-informed on the nature and significance of the numerous un- 
controllables affecting marketing. Part Two of this book surveyed the 
general nature of the main uncontrollables and explained some of the 
many ways they affect marketing. Beyond having such general knowl¬ 
edge, a marketing executive needs to have access to information which 
can be provided through studies of the influences uncontrollables have 
on the marketing operations of his particular company. If he has a con¬ 
tinuous flow of such information, he stands a good chance of being able 
to anticipate any important changes in the company’s sales outlook that 
may be impending because of changes in the impact of different un¬ 
controllables. 


Selection Criteria 

Because the number of uncontrollables affecting a company’s sales 
prospects is usually very large, the Sales forecaster (in an effort to re¬ 
duce the complexity of the forecasting problem) must select a small 
number of uncontrollables (i.e., a manageable few to work with). In se¬ 
lecting this set of uncontrollables, he needs some selection criteria. Three 
of the main criteria ordinarily recommended for this purpose are vari¬ 
ability, potency of influence, and measurability.^ Each uncontrollable 
should be appraised against each selection criterion, and only if it meets 
all three criteria should the forecaster include it among those uncon¬ 
trollables for use in making the forecast. 

VARIABILITY. An uncontrollablc is considered to have the necessary 
variability if it can be expected to vary significantly during the period 
being forecast. All uncontrollables, of course, vary over time, if the time 
is long enough. However, changes in some uncontrollables occur at very 
slow rates, which makes it safe to ignore them in short-range forecasting 
but not in long-range forecasting. For example, the age composition of 
the U.S. population undoubtedly affects sales of diamond rings, but the 
age composition changes very slowly (Joel Dean says it moves as slowly 
as a glacier) so slowly that diamond ring sales in any one year hardly 
vary from those of either the preceding or succeeding year, at least for 
causes traceable to changes in the population’s age composition; but, a 
26 year forecast of diamond ring sales could be very much in error if 
it overlooked changes in the number of people of marriageable age. By 
contrast, both short-range and long-range forecasts of diamond ring 
sales can be greatly affected by changes in consumers’ disposable income, 

SSee: J. Dean, ManoeerM McoHOmiet (Bnglewood Cliff*, N.J.: Prcntiee-Hall, 1B51), 
p. 165; and J. A. Howard, Marketing Managetnent: Analyeie and Deeieion (Hcsine* 
wood, Ill.: Richard D. Irwin, 1957), p. 123. 

10 Dean, op. rtf., p. 165. 
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an uncontrollable that varies considerably from one year to another. 
Substantial changes in some uncontrollables (e.g., consumers’ (ti^KJsable 
income) occur within relatively brief time periods, whereas inconse¬ 
quential changes occur in other uncontrollables (e.g., the population’s 
age composition) during the same time periods. Most of the uncontrol¬ 
lables that vary greatly during short time periods are economic forces, 
since most psychological and sociological forces change slowly from one 
period to the next; nevertheless, the forecaster has to be on the alert for 
“erases,” “scares,” and “waves of hysteria”—evidences of the mixed 
influence of psychological and sociological factors—^that may strongly 
influence product sales even within a relatively short period of time. 
However, the forecaster should, for short-range sales forecasting pur¬ 
poses, do his best to select for careful study only those uncontrollables 
that are most likely to vary significantly during the period being fore¬ 
cast. 

POTENCY OF INFLUENCE. An Uncontrollable may have some influence 
on the sales of a particular product, but the relative potency of its in¬ 
fluence is also an important selection criterion. Sales of automobiles, for 
instance, are greatly influenced by disposable personal income of con¬ 
sumers and the availability and cost of instalment financing. ~Auto de¬ 
mand is also influenced by the building of new interstate highways, but 
this influence is minor and can safely be ignored in short-range sales 
forecasting. Disposable personal income is most often a potent influence 
on sales in the case of durable goods (e.g., automobiles, appliances, 
and furniture), but it is a far less potent influence on sales of nondur¬ 
ables and services (e.g., bread, salt, haircuts, and admissions to sporting 
events) 

MEASURABILITY. Because we want the sales forecast to be expressed 
quantitatively, we must confine the selection of uncontrollables to those 
we can measure. Perhaps one reason why the economic uncontrollables 
are so widely used in short-range forecasting is not only that many of 
them are measurable, but that published quantitative information on 
many of them is readily available (e.g., in census and other government 
reports, and in the files of private economic consultants). Psychological 
uncontrollables, in contrast, are difficult to quantify, and even to attempt 
measuring them involves using motivation research and other techniques 
requiring special skills. The same holds for most of the sociological vari¬ 
ables, except for the demographic (population) uncontrollables where 
census information is readily available. 


11 See Chapter 7 on tbia matter. 
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A Special problem in applying the measarability criterion occurs in 
situations where the statistical data representing some uncontrollable 
do not constitute a fully satisfactory indicator of the extent of sales 
opportunity for the product whose sales are being forecasted. Consider, 
for exmnple, the influence of disposable personal income of consumeni 
on automobile sales. Forecasters of automobile sales have to be ex> 
tremely wary of using figures representing aggregate (i.e., the total popu- 
lation’s) disposable personal income since such data reflect neither 
changes in the distribution of income among consumers nor shifts in in¬ 
come distribution among different geographic areas. Thus, a forecaster 
of automobile sales has to adjust such data according to his best informa¬ 
tion on the distribution of income among different classes (studies on 
this are published occasionally in the Survey of Current Business), and 
on the geographical distribution of income (studies on this appear an¬ 
nually in the Survey of Current Business ). It makes a considerable dif¬ 
ference to a forecaster of automobile sales whether a billion dollar in¬ 
crease in disposable personal income is received mainly by midwestern 
farmers or by New York City wage earners since midwestern farmers 
generally are much more interested in buying automobiles than are' 
New York wage earners.** 

Sometimes, too, the sales forecaster must substitute one uncontrollable 
for which he has a measure for another uncontrollable for which he has 
no measure. For instance, consider the problem of developing a forecast 
for gasoline and related products at a prospective site for a service sta¬ 
tion. Even though service station sales are logically related to the level 
of consumer income in the trading area, usually no direct measure of 
this uncontrollable is available. Consequently, in this sort of sales fore¬ 
casting problem, often an estimate of rental values is used as a substi¬ 
tute (i.e., as a proxy) for a direct measure of the level of consumer 
income in the trading area.** 


Forecasting Methods 

There are two main classes of forecasting methods: unsophisticated and 
sophisticated. The unsophisticated methods rely primarily on judgment to 
produce sales forecasts; the basic reasoning underlying these methods is 
easily understood. The sophisticated methods, in contrast, involve the 
application of statistical techniques of varying degrees of difficulty and, 
perhaps because of this, are used mainly by companies that employ pro¬ 
fessional forecasters. We will consider four methods at some length in 
the following sections: tiie poll of sales force opinion and the survey of 
customers’ buying plans (l^th unsophisticated methods), and oorrela- 

IS F. D. Newbury, Bmtimeu Foreeastii^ (New York: MeOraw<Hill, 1052), p. 242. 

Dean, ep. eit., p. 165. 
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tion analysis and econometric model-building {both sophisticated 
methods) 

POLL OF SALES FOBCB OPINION. Under this method, known also as 
the grass roots approach, individual salesmen forecast sales for their 
respective territories; then these individual salesmen’s forecasts are com¬ 
bined and modified, as management thinks necessary, to form the com¬ 
pany sales forecast. Advocates of this approach claim that it has two 
great merits: (1) the specialised knowledge of those company personnel 
closest to the market is brought to bear on the forecasting problem, and 
(2) forecasting responsibility is put squarely on the shoulders of those 
who must later produce the sales results. Four of the many criticisms of 
this approach are that (1) salesmen usually are not trained forecasters 
and are ill-informed on the factors influencing sales, (2) many salesmen 
are bom optimists and are inclined to overestimate their possibilities of 
making sales, (3) the approach makes no provision for bringing the sys¬ 
tematic consideration of uncontrollables into the analysis and, simi> 
larly (4) the approach does not provide for discovery of important facts 
through statistical analysis of historical data. To some extent these ob¬ 
jections can be overcome through training salesmen in forecasting tech¬ 
niques, by orienting them on the sales-influencing uncontrollables, and 
by adjusting for consistent biases in individual salesmen’s forecasts 
detected through study of their forecasting records. For most companies, 
however, implementing such corrective actions would be an almost end¬ 
less task since personnel turnover among salesmen is constantly going 
on and new men (whose biases are unknown at the start) would be sub¬ 
mitting their forecasts along with the forecasts of long-experienced sales¬ 
men with known forecasting biases. In short, this method is based to 
such a large extent on judgment that it is an unreliable approach for 
most companies to use as their only forecasting method. The-poll of 
sales force opinion, where used, usually serves as a method of getting 
an alternative estimate of sales for use as a check on a sales forecast 
obtained through some other approach. 

In spite of what we have just said, some companies do find the poll 
of sales force opinion a useful sales forecasting approach. Harris-Inter- 
type Corporation, a manufacturer of printing equipment, polls all of its 
salesmen not only as to how much they expect to sell, but as to how many 
of each model of each product they expect to sell. Each of the company's 
15 district sales managers supervises the poll for his district and pre¬ 
pares individual forecasts in consultation with the salesmen. District 

14 For on extended explanation of numerona methoda of market meaaurement and 

aalea forec&ating, aee: P. E. Hummel. Market and 8nle» Potentiah (New York: Ron¬ 
ald Preaa, 1961), pp. 83-226. 
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xnanagers’ reports are combined into the “district mani^ers’ estimate,” 
which is then reviewed by an executive committee composed of the com¬ 
pany forecaster (who makes a forecast of the general business outlook), 
the coordinator of production planning, and others. This committee brings 
the specialised knowledge and skills of its members to bear on the prob¬ 
lem—^i.e., their knowledge and opinions on the economic outlook, trends 
in the printing equipment and related industries, marketing research 
studies, marketing plans, proposed new products, and so on. This com¬ 
mittee adjusts the district managers’ estimate and comes up with a “pre¬ 
liminary sales forecast,” which is then reviewed in conference with the 
marketing vice-president and the executive vice-president. The results 
of that meeting become the “official company sales forecast.” Notice 
that Harris-lntertype relies on the salesmen’s estimates only as a start¬ 
ing point, adjusting them in the light of specialized knowledge as the 
forecast is processed through successive management levels. Notice, too, 
that this company has a company forecaster who prepares a general 
business forecast which can be used to check the “reasonableness” of the 
forecast arrived at through the procedures described above. Thus, this 
company’s use of the poll of sales force opinion method is so modified 
as to partially overcome some of the objections to this approach men- 
tioned*earlier, but it still relies more on judgment than it does on sta¬ 
tistical analysis. Harris-lntertype is willing to settle for this relatively 
unsophisticated sales forecasting approach because, among other reasons, 
it has found that salesmen’s estimates of the product mix (proportions 
that various products, models, and sizes bear to the total sales forecast) 
are its best source of guidance in scheduling various products, models, 
and sizes for production.^* 

suBvmr OF customobs’ buying plans. What could seem more like a 
sensible sales forecasting approach than that of asking customers what 
their intentions are with respect to buying the manufacturer’s product? 
This approach is used much more by industrial marketers than by con¬ 
sumer goods marketers. Probably this is because the approach is best 
adapted for use in situations where the potential market is made up of 
small numbers of customers and prospects, substantial sales are made 
to individual customere, the manufacturer sells direct to users, and cus¬ 
tomers are concentrated in a few geographical areas—all of which con¬ 
ditions are more frequent in industrial marketing than they are in 
consumer goods marketing. Under such conditions, it is feasible to survey 


ML. K. Miller, "Economic end Sales Forecasting in an Industrial Company,” in 
R. L. dewett (Ed.), Marktiittg'* Eole i» Scientific Uanagcctcnt (Chicago: American 
Marketias Association, 1907), pp. 378^79. 

M/Md.,p.S77. 
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a sample of customers and prospects, obtain estimated requirements for 
the manufacturer’s product during the planning period, and project the 
sample results in order to obtain a sales forecast. The magnitude of the 
sample survey needed under these conditions does not require expendi¬ 
tures of time and money which are out of line with the usefulness of 
the results.^’ Like the results of polls of sales force opinion, however, 
the results of such surveys should be tempered by management’s, spe¬ 
cialized knowledge and access to pertinent information gathered from 
other sources. It is dangerous, in other words, to use the results of either 
a survey of customers’ buying plans or a poll of sales force opinion as 
the sole basis for a company’s sales forecast The main specific objection 
to the survey approach to sales forecasting is that it assumes that cus¬ 
tomers know what they are going to do and, in addition, it assumes 
that buyers* plans, once made, will not change—at least part of the time, 
either or both assumptions are likely to be unwarranted. 

Talon, Tnc., a manufacturer of slide fasteners, combines the survey of 
customers’ buying plans with the poll of sales force opinion approach. 
Talon is reported to base the amount of its sales forecast mainly on infor¬ 
mation gathered through a mail survey of its main industrial customers 
(chiefly apparel, handbag, leather goods, footwear, sporting goods, and 
military equipment manufacturers) and from field interviews with depart¬ 
ment store and other retail store buyers. The forecast arrived at by these 
means is checked and supplemented by forecasts made by the company’s 
district managers and salesmen for the same list of principal customers. 
One reason why this particular approach seems to suit Talon is that the 
company’s short-range forecasts are made for very short periods—six 
months rather than the usual year—and customers are much more likely 
to know their buying plans for six months ahead than they are for a year 
ahead. In Talon’s case, short-range forecast periods of more than six 
months are ruled out because of the rapid changes in market conditions 
and customer demand, both complicated by the seasonal and style changes 
involved.^* 

Lockheed Aircraft Corporation uses a unique variation of the survey of 
customers’ buying plans—^unique because it really is not a survey (the 
customers are not questioned directly) and because Lockheed personnel 
play the roles of leading customers in simulated decision-making situa¬ 
tions. In this approach, which the company calls “prudent-manager fore¬ 
casting,” management (1) brings together a small group of seasoned 
company specialists representing such functions as marketing research, 

17 For some brief case bietoriee of how ^ve inductrial marketer* uae aarvere of cut* 

tomers’ buying plans as important parts of their sales forecasting procedures, see; 

R. N. White, “Take the Sacred Cows Out of Sales Forecasts," SoPbm Managemgnt, 

Nov. 18, 1960, pp. 69*76. 

18 Newbury, op. eit., pp. 249*260. 
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marketing, finance, engineering, and administration, and (2) asks them to 
assume the role of decision-making managers in a custmner firm that is 
evaluating one of the firm’s products for purchase. This group of special¬ 
ists, in effect, assumes the position of the customer’s management and 
attempts to prudently evaluate the facts available (on Lockheed’s and 
competitors’ products) and to arrive at the preferred purchase decisions 
—^preferred from the customer’s viewpoint. This role-playing approach to 
sales forecasting would seem to hold possibilities for companies selling 
products to markets characterized by relatively small numbers of large 
buyers and sellers (i.e., companies in Lockheed’s situation). The approach, 
too, is best suited to marketing situations where customers make their 
buying decisions on rational rather than emotional grounds—i.e,, where 
customers typically buy “prudently.” ” 

Consumer goods marketers have also been interested in the possibility 
of using survey data on consumers’ buying intentions as a basis for sales 
forecasting. The availability in published form of such periodic studies as 
the Annual Survey of Consumer Finances, the Quarterly Survey of Con¬ 
sumer Buying Intentions, and the Survey of Consumer Attitudes and 
Buying Plans has sharpened this interest, especially in consumer goods 
companies marketing the kinds of durable goods on which these surveys 
regularly report (e.g., automobiles, furniture, major appliances, etc.).** 
The Ford Division of Ford Motor Company is reported to have used in¬ 
formation on consumer buying plans in preparing its forecasts of auto¬ 
mobile industry sales.*^ However, relatively few companies have used such 
survey data as the main basis for arriving at their sales forecasts, although 
an increasing number are finding the surveys useful as a way of obtain¬ 
ing “check” forecasts against which to compare sales forecasts derived 
through other methods. Many forecasters are somewhat skeptical about 
the reliability of the attitudinal data reported by the various surveys. For 
example, one careful student who analyzed the reliability of the attitudi¬ 
nal data provided in the reports of the Annual Survey of Consumer Fi¬ 
nances concluded, among other things, the following; ** 

1. There has been limited success in indicating the direction of change in 
total sales of consumer durables (i.e., in predictions of whether total 
sales of these items will go up or down). Six such changes occurred in 
the period December 1952 to October 1958'and only two were correctly 
prechcted. 


laQ. A. Busch, “Brudent-Manager Forecasting,” JBarvard Business Bevieu>, Vol. 39, 
No. 3 (May-June 1961), pp. 67-64. 

so Bee Chapter 7 for deacriptions of these surveys, illustrations of the data they con¬ 
tain, and tke sources from which they are available. 

SI Howard, op. oil., pp. 128-129. 

SSS. Paranka, "Marketing Predictions from Consumer Attitudinal Data,” Jeurnat 
ef Mnrketing, Vol. 25, No. 1 (July 1960), pp. 46-61 
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2. Past survey results have been more accurate in predicting the direction 
of change of sales of specific consumer durables than the total sales of 
these goods. There ha? been relatively high accuracy in the case of pre¬ 
dicting changes in sales direction of used cars, houses, and furniture and 
relatively low accuracy in the case of television sets and refrigerators. 

3. Past survey results have generally been of little assistance in predicting 
the magnitude of sales of durable goods. 

Even though we included the survey of custcuners' buying plans among 
the so-called unsophisticated sales forecasting methods, it can be rather 
sophisticated—that is, if it is a true survey (in the marketing research 
sense) and if the selection of respondents is made by probability sampling 
methods. Because the intent of such a survey, however, is to gather opin¬ 
ions (e.g., “what major appliances do you think you will buy during the 
next six months?”) rather than facts (e.g., “what major appliances have 
you bought during the past six months?”), substantial amounts of non¬ 
sampling error are likely to be present in the results—respondents do not 
always have well-formulated buying plans and, cv('n if they do, they are 
not always willing to relate them to an interviewer We include the survey 
approach among the unsophisticated methods, then, because in actual 
practice the survey is usually very informal, with little or no attention 
paid to the composition of the sample, and minimum effort devoted to 
measuring sampling and non-sampling errors. Therefore, although the sur¬ 
vey approach to sales forecasting can be sophisticated (where the role of 
judgment is minimized), in actual practice so much judgment enters into 
the survey design and interpretation of survey results that we can only 
classify the approach as unsophisticated. 

CORRELATION ANALYSIS. Statistical techniques are used in correlation 
analysis to determine and measure the association between sales (called 
the “dependent variable”) and one or more factors (such as disposable 
personal income or population) influencing demand (called the “independ¬ 
ent variables”). Ferber provides a brief description of sales forecasting 
by means of correlation—“the method involves the fitting of an equation 
to explain the fluctuations in sales in terms of related and presumably 
causal variables, substituting for these variables values considered likely 
during the period to be forecasted, and solving for the value of sales.” ** 
Hence, forecasting sales by this method is a three-step process: (1) iden¬ 
tification and selection of uncontrollables (i.e., independent variables) 
causally related to sales (see the discussion of this step presented on pages 
352-356 of this chapter), (2) construction of a forecast of trends in these 
related uncontrollables, and (3) derivation of a sales forecast from the 

28 R. Ferber, "S«le8 Forecatting by Correlation Techniques,” Journal of Markoting, 

Vol. 18, No. 3 (January 1864), p. 218. 
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forecasted values assigned to the related uncontrollables. Let us examine 
a few illustrations of the correlation analysis approach to sales forecasting. 

First, let us consider a situation where the relationship between ^'sales*’ 
and an uncontrollable affecting demand can be shown graphically. Con¬ 
sumer purchasing power is this sort of uncontrollable: it is a major deter¬ 
minant of the demand for many consumer goods as well as for products 
having both consumer and industrial uses. An example of a product sold 
to both consumer and industrial markets is paper (a broad product cate¬ 
gory, which includes such items as newsprint, printing paper, fine paper, 
industrial paper, wall paper, and tissue paper). We might, then, expect 
that changes in sales of paper would be closely related to changes in con- 

ngar* 14.1 



Disposable Personal Income—^Billion 1956 Dollun (ratio sade) 

Sonrea: Adaptea from C Winston and H A Smith, “Analysis of Lons>Term Markets,“ 
8urv4y of Owrrtnt JBustnsss, November 1957 p 18 


sumer purchasing power. Figure 14.1 shows the historical relationship 
{which existed from 1929 to 1957) between paper sales (in millions of 
short tons) and disposable personal income (in billions of 1956 dollars). 
Disposable personal income is used here as the measure of consumer pur¬ 
chasing power and was converted into “real dollars” of disposable personal 
income by deflating the actual dollar figures for each year by a price index 
(in which 1956 was taken as the “base year” and assigned a price index 
value.of 100). The approximate 45-degree angle with which the line of 
relationship cuts the axis on which paper sales are scaled indicates that 
the degree of correlation (i.e., the slope of the line) is close to “unity”— 
ineaning that paper sales tend to respond in a one-to-one relationship to 
Changes in real disposable personal income. Because ratio scales are used 
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on this chart** (rather than arithmetic), the one-toK>ne relation shown 
by the slqpe of the line really indicates that a given percentage change in 
real disposable income will be accompanied by the same percentage 
change in paper sales. Thus, for instance, if real disposable personal in¬ 
come rises from $260 billions (see Point A on the chart) to $300 billions 
(see Point B), which is a 20 per cent increase in disposable personal in¬ 
come, the chart indicates that paper sales will rise from approximately 
16 million short tons to around 19.2 million short tons, which is also a 20 
per cent increase. Notice that this uncontrollable (i.e., real disposable per¬ 
sonal income) meets, for purposes of forecasting paper sales, all three of 
the selection criteria we discussed earlier. It shows variability from period 
to period; the one-to-one graphical relationship demonstrates the potency 
of its influence on paper sales; and it is measurable. In forecasting paper 
sales, then, real disposable personal income might well be selected as the 
“independent variable," which would, in effect, transpose the forecasting 
problem from one of directly predicting paper sales to one of predicting 
a value for real disposable personal income from which a predicted value 
of paper sales can be derived. 

Of course, there are many forecasting situations where sales are influ¬ 
enced not nearly so strongly by one independent variable as by several 
independent variables acting together. Rosenzweig, in applying “multiple" 
correlation techniques to his analysis of the dependent variable “demand 
for aluminum" (A), used four independent variables—gross national prod¬ 
uct (G); a time trend representing growth in aluminum consumption over 
the period being studied (T); the ratio of aluminum prices to steel prices 
(L); and the ratio of aluminum prices to copper prices (M)—and eventu¬ 
ally arrived at the following mathematical expression of the relationship 
between the dependent variable and the four independent variables.** 

log A = -3.439 ■+ 2.917 log G + .002T - .268 log L + .078 log M 

In deriving this equation, Rosenzweig worked with data for the years 
1919-1964, a period during which annual aluminum consumption rose 
from 165.9 million pounds to 3,010.0 million pounds. In forecasting the 
1965 demand for aluminum, Rosenzweig substituted estimated values for 
the four independent variables (G, 480; T, 46; L, 300; and M, 25) which 
resulted in a 1965 forecast of 8,425.0 million pounds. Notice, in this in- 

24 Arithmetic scales would not have been very practical to use in (graphing Uiis rela¬ 
tionship, because of the great difference in the magnitudes of the two series (paper 
sales being in miUion$ of riiort tons, and disposable personal income in hiUiotu ot 
dollars). Using ratio scales, in effect, brings two series of greatly different magni¬ 
tude into the same magnitude and, thus, fadlitates the detection of relatiomdiipa. 

25 J. E. Bosenswe^, The Demand for Aluminum (Urbana. 111.: Bureau of Economic 
and Business Eesearch, University of Illinois. 1967), pp. 27-28. (NOTE: In this equa¬ 
tion, stands for "logarithm” and the first term, —3.439, is a coiastant). 
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stance, that although this equation was used to obtain a long-range sales 
forecast, it could also have been used for obtaining a short-range sales 
forecast or, for that matter, a forecast applicable to three years ahead, 
four years ahead, and so on. However, for purposes of short-range sales 
forecasting, such independent variables as the time ixend ("T” in the 
above equation) can safely be disregarded since they do not vary much 
from one year to the next. ^ 

Now that we have illustrated both simple correlation analysis (the 
paper sales and disposable personal income relationship) and multiple 
correlation analysis (the aluminum demand example), what can we say 
about the advantages and limitations of using these techniques for sales 
forecasting? The fundamental objection is that the forecasting problem is 
merely transformed from one of predicting the dependent variable (sales) 
to one of predicting the values of the independent variable (s). This ob¬ 
jection can be overcome, however, providing that the forecaster finds and 
uses independent variables that “lead” (come before) the dependent vari¬ 
able “sales” since, then, the present values of independent variables can 
be used to forecast the future value of sales.*® Such leading series are 
widely used in forecasting sales of industrial goods, whose sales are often 
derived from sales of end products.*’ For example, sales of automobiles 
are likely to lead sales of various steel fabricating parts going into auto¬ 
mobile manufacture. But the problem in using a lead-lag relationship for 
forecasting is that the time interval between a change in the leading series 
and the resulting change in the lagging series (i.e., in sales) is usually 
unstable; it varies in duration and its length may contract or expand in 
highly unpredictable ways. Nevertheless, if the forecaster finds a close 
correlation between sales of the product and one or more uncontrollables, 
regardless of whether changes in these uncontrollables lead or are coinci¬ 
dent with changes in sales, he has an opportunity to improve the quality 
of his estimates of forecasted sales by using the predictions of experts for 
the values of the independent variables. Expert predictions are available 
for such uncontrollables as gross national product, disposable personal 
income, and the Federal Reserve Board’s Index of Industrial Production. 
Unfortunately, it is all too easy for a forecaster to become complacent with 
all this help, and he may come to consider sales forecasting a purely 
mechanical operation, perhaps even to the point where he stops thinking 
about what he is doing! Nothing could be more foolish, for the techniques 
of correlation analysis provide a projection which assumes a continuation 

20 For «o analyaia of various leading, coinciding, and lagging series of economic data, 
see: H. M. Platt, Economic Indicatora: Their Uaein Buaineaa Foreeaating (Hanover, 
N.H.: The Amos Tuck School of Business Administration, Dartmouth College, 1959), 
Tuck Bulletin No. 21. 

97 J. B. Boulden, ^'Fitting the Sales Forecast to Your Firm,’* Bmaineae ffoHamma, 
Vo). 1, No. 1 (Winter 1958), p. 69. 
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of past experience with respect not only to the uncontrollables affecting 
sales but as to the nature of the relationship. In projedting for some future 
period, then, the forecaster should keep in mind that the “mix” of uncon¬ 
trollables affecting sales may change and, indeed, even the nature of this 
relationship. Therefore, the forecaster should bring into his analysis any 
additional information which might materially alter the predictions based 
on past experience. For example, a high degree of correlation existed in 
the pre- and early post-World War II years between the sales of book 
paper and real consumer purchasing power, but this correlation has been 
significantly modified since then by the accelerated expansion of the 
school-age population. In forecasting sales of book paper, then, the rate 
of growth of the younger age groups is an additional important factor to 
keep in mind.*" We must conclude, then, that one of the real dangers in 
using correlation analysis techniques for sales forecasting lies in the as¬ 
sumption that relationships which held in the past will hold in the future; 
such relationships can be upset. 

In spite of its serious limitations, correlation analysis will undoubtedly 
continue to be widely used in sales forecasting. One of the reasons, accord¬ 
ing to Professor Lorie, is that “it is one of the very few techniques which 
can be readily learned by people receiving low wages and which has the 
comforting—albeit superficial—appearance of 'scientific' precision.” *• An¬ 
other reason why this method will probably coq,tinue in wide use is that, 
in comparison to such forecasting methods as the poll of sales force opin¬ 
ion and the survey of customers’ buying plans, correlation analysis tends 
to keep judgment from playing the major role. As we have seen, however, 
herein lies a danger: Judgment may be relegated to so minor a role that 
the forecast suffers from being statistically beautiful but unrealistic from 
the standpoint of common sense. All forecasting situations, then, require 
the application of a certain amount of judgment, and the forecast arrived 
at through correlation analysis is no exception. 

ECONOMETRIC MODEL-BUILDING. For Companies marketing consumers’ 
durables (e.g., household appliances and furniture), econometric model¬ 
building appears to hold considerable promise as a method of sales fore¬ 
casting. This approach uses a mathematical model in the form of an 
equation or system of equations to represent a set of relationships among 
different demand-determining uncontrollables and sales (which, here 
again, is considered as the dependent variable), and the model is then 
used to produce a sales forecast. You may be thinking “But doesn’t that 

M C. Wiiuton and M. A. Smith, “Analyaia of LoofTorm Markets," Survey of Cnrrtnt 

BuHneu, November 1957, pp. iS-lS. 

at J H. Lone, "Two Important Problems in Sales Forecasting," The Journal of Bu$i- 

»M. Vol. 30, No. 3 (July 1957), p. 174. 
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Also describe the equation for forecasting aluminum demand that we 
looked at earlier?” You are right. Forecasting equations derived through 
correlation analysis techniques are, in fact, econometric models, but there 
are many kinds of econometric models and some, as we shall soon illus¬ 
trate, do not depend entirely on correlation analysis for their construction. 
Broadly defined, an econometric model is nothing more than a simplified 
abstraction of a real economic situation, expressed in equation form, and 
employed as a prediction system that will yield numerical results.*® The 
basic demand or sales equation for a consumers' durable good, for example, 
may be written as follows: ** 

S = R + N 

Where: S represents total sales of the good 

R is replacement demand—^i.e., purchases made to replace units 
of the good going out of service, as measured by the scrappage 
of old units 

N is new-owner demand—^i.e., purchases made not to replace ex¬ 
isting units of the product, but to add to the total stock of the 
product in consumers’ hands 

Now what does this equation say? First, it expresses the truism that 
total sales are equal to total purchases. Second, it says that total sales of 
a durable consumer product during some period are made up of purchases 
by new owners and of purchases made to replace old units which have 
been scrapped. Thus, a family buys its first new automatic washing ma¬ 
chine and becomes a part of the new-owner demand for that machine; 
another family that has a five-year-old machine trades it to a dealer for 
a new machine and becomes part of the replacement demand (though only 
effectively so when the five-year-old machine, perhaps passing through 
several families' hands in the process, finally comes to be owned by a 
family which goes ahead and consigns its even older machine to the scrap 
heap). 

Replacement demand, then, is normally measured by the scrappage of 
old units of products—i.e., by the percentage of the total stock of the 
product in consumers’ hands that is actually taken out of service either 
through consignment to the trash pile, by sale to a junk dealer, or merely 
by being stowed away and never used again. So replacement demand in 
any one year does not necessarily include demand originating from the 
family that had a five-year-old machine which it traded to a dealer for 

80 M. H. Spencer and L. Siegelman, Monofferial Eeonomiet (Homewood, Ill.: Richard 

D. Irwin, 1959), p. 40. 

81 Ibid., p. 174. 
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a new machine, with the dealer reselling the old machine to another fam¬ 
ily who buys it second-hand. Only when the particular washing machine 
involved goes completely otU of service is it considered as having been 
scrapped and, at that time (through a chain reaction of purchases and 
trade-ins), some family becomes a part of the replacement demand. Eco¬ 
nometricians estimate replacement demand by using life expectancy tables 
or sursdval tables, which are similar to the life (or mortality) tables used 
by life insurance actuaries. An example of such a survival table is shown 
in Exhibit 14.1. 

IxhlMt 14.1 

OurabI* Goods Survival CoaffidanH 
Maximum Sarviea Ufa: M yaars 
Avaraga Sarviea Ufa: 6^4 yaars 


Fear 

j 

Survival Coefficient 

1 

1.0000 

2 

.9995 

3 

.9946 

4 

.9656 

5 

.8621 

6 

.6406 

7 

3594 

8 

.1379 

9 

.0344 

10 

.0054 

11 

.0000 


Source; M. Spencer, C. Clark, and P. HoKuet, Sutin»t§ and Seonemie Forteasting (Momc' 
wood, m.: Richard D. Irwin, 1961), p. 250. 

If some durable consumer good has a maximum service life of 11 years 
and 10,000 machines enter service in some year, the table tells us that 
five years later 8,621 will probably still be in service and ten years later 54. 
For this batch of 10,000 machines, scrappage would amount to 1,035 in 
the fifth year (i.e., 1,379 — 344, the difference between the accumulated 
total scrappage at the close of the fifth and fourth years respectively). In 
the fifth year, then, 1,035 replacement sales would trace back to the batch 
of 10,000 machines that had entered service five years before. 

In this model, new-owner demand is defined as the net addition to con¬ 
sumer stocks of the product which occurs during a given period. For in¬ 
stance, if 2,(X)0,000 units of some appliance were in service at the start of 
a period and 2,500,000 at the end, new-owner demand would have been 
500,000 during the period. Forecasting the number of sales to new owners 
is a matter of treating the stock of a durable good in the hands of con¬ 
sumers as a “population” exhibiting both “birth” and “death” character- 
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iatics—i.e., thinkmg of thk stoek as behaving in ways roughly analogous 
to a human population. This analogy makes possible the following ax¬ 
iom: 

At any given time there exists in the economy a set of economic and cultural 
conditions which, in combination, determine a maximum limit tovmrd which 
consumers are continually adjusting their stock of a durable good. 

This maximum limit is called the ^‘maximum ownership level,” which is, 
of course, determined by interactions of economic and other uncontrol- 
lables. Because we are treating the stock of the durable good in consumers' 
hands as a population, such demographic factors as the number of fam¬ 
ilies affect the maximum ownership level. This level is also affected by the 
economic uncontrollable “consumer purchasing power,” as measured by 
some weighted combination of disposable personal income, availability 
and cost of credit (because we are talking about durable goods), and 
prices of the product and its substitutes. Finally, maximum ownership 
level is affected by what econometricians call a “replacement factor,” 
such as measured by a ratio of the price index of the product to an index 
of its durability (the latter index being based on the average age of the 
durable good at its retirement) In other words, the replacement factor 
is included because a consumer’s decision to replace a unit now in service 
depends both on how much money replacement costs and on the average 
amount of time it takes for the product to wear out. 

Constructing this type of econometric model involves going through a 
three-step procedure. First, the various uncontrollables affecting each de¬ 
mand category (i.e., replacement and new-owner) are scrutinized and 
those particular uncontrollables that bear some logical relationship to 
sales (as the dependent variable) are chosen for correlation analysis. Sec¬ 
ond, the forecaster detects (through correlation analysis) that combina¬ 
tion of uncontrollables which correlates best with sales and, sometimes, 
he includes a time trend in this combination (to represent other uncon¬ 
trollables that cannot be measured directly). Third, he chooses a suitable 
mathematical expression to show the quantitative relationships among the 
various independent variables (i.e., uncontrollables) and the dependent 
variable (i.e., sales).** This expression becomes, then, the econometric 
model which is used for sales forecasting. 

The general procedure for building econometric models seems relatively 
simple, but such models, when actually constructed, can take on rather 

M. H. Spencer and T. Mattheis, “Forecaating Sales of Consumers’ Durable Goods,*' 
C'ofj/omfa Management Review, Vol. 4, No. 3 (Spring 1962), p. 79. 

U im., p. 79. 

S4H. Anderson, "Scientific Sales Forecasting and its Problems,’' Seanomiee ami 
Smeineee Bntleiin, Vol. 15, No. 2 (December 1962), Temple University School of Busi¬ 
ness and Public Administration, pp. 18-20. 
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fonnidable appearances. Consider, for example, the following econometric 
model for forecasting the sales of washing machines.*® 




/ It-b3Ct \1 

Ste = Y,-y. +Y,- 

Ht 

.03 - .01671 j 


% 

^ 10.018181 - 33.1143 / 






53Yt 




j 


Where: Ste is the calculated value for forecasted sales of washing machines 
during some time period 

Yt is the level of consumers’ stock of washing machines in any 
period (as of Jan. 1) 

Yt is the level of consumers’ stock that would occur in the follow¬ 
ing period (os of Jan. 1) if no washing machines were sold and 
scrapple rates remained the same 


Ht IS the number of wired (i.e., electrified) dw’eiling units in mil 
lions 


It is disposable personal income 

Ct is net credit extended (excluding credit extended for automo¬ 
biles) 


Pt is the price index for house furnishings 


lQ.oisi8t - 33.1143 jg tjjg trend of real purchasing power over time and 

r^resente real purchasing power 
Pt ^ 


Thus, new-owner demand in this model is represented by Yt — yt, both 
members of the expression being determined through application of appro¬ 
priate survival coefficients to previous years’ sales of washing machines, 
and through estimation of consumers’ total stocks of washing machines in 
each year. Replacement demand is represented by the other symbols in 
the remaining part of the expression, which takes into account the number 
of wired dwelling' units (washing machines are not likely to be sold to 
people who live in homes with no electricity), real purchasing power (dis¬ 
posable personal income plus credit availability divided by a price index), 
and real purchasing power adjusted for the historical trend of real pur¬ 
chasing power over time. Correlation analysis techniques were used to 
derive the various numerical values in this model. 

The econometric model-building approach seems a near-ideal way to 
forecast sales. Not only does it take into account the interaction of various 
uncontrollables that l^ar logical and measurable relationships to sales, 
it also uses correlation analysis techniques to quantify these relationships. 


36 Spencer and Mattheia, op. eii., p. 08. 
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To date, however, very tittle use has been made of such models in fore* 
cashing the sales of individual companies, but numerous efforts have been 
made to use them for forecasting industry sales.** Thra is because ttie un* 
controllables affecting a specific company’s sales are more numerous and 
more difficult to measure than ttiose determining the sales of a whole in* 
dustry. This suggests that it would be reasonable to use an econometric 
model to forecast industry sales, and then to apply some estimate of the 
firm’s share-of-the*market percentage to the industry forecast to arrive 
at the company’s sales forecast. Such a model representing an industry's 
demand function can be very helpful to the forecaster, especially when a 
company’s share-of-the-market is either very stable or relatively easy to 
predict for other reasons.*^ Probably the main thing blocking widespread 
adoption of the econometric model*building approach ta sales forecasting 
is that it requires more complete information on a company’s (or indus¬ 
try’s) marketing situation than do less sophisticated approaches. As more 
and more companies acquire more adequate marketing research programs, 
much larger amounts of the needed information will be made available to 
forecasters. We can, therefore, look forward to having an increasing nuin- 
ber of sales forecasts developed through the econometric model-building 
approach. 


Breaking Down the Forecaii 

The sequence of forecasting procedure usually provides, first, for mak¬ 
ing an industry sales forecast and, second, for breaking down this fore¬ 
cast into a company sales forecast. Our previous discussion reflects the 
fact that this is the usual sequence—^we examined four main forecasting 
approaches, and only the poll of sales force opinion (the most unsophis¬ 
ticated approach) skips the industry sales forecast and goes directly to 
a company sales forecast. The other three approaches—survey of buying 
plans, correlation analysis, and econometric model-building—^usually re¬ 
sult in industry sales forecasts which, of course, measure the extent of 
sales opportunities available to all competitors in an industry. Trans¬ 
forming an industry sales forecast into a company sales forecast requires 
that company strengths and weaknesses relative to those of competitors 
be appraised and a quantitative estimate of the company’s share-of-the- 
market be arrived at, which estimate can then be used for deriving the 
company sales forecast. Notice that the poll-of-sales-force-opinion ap¬ 
proach leaves this appraisal of competitive strengths and weaknesses 
largely up to the salesmen—^they concentrate on estimating how much 
the company can sell, not how much the industry can sell. In the other 

MC. M. Crawford, S^olw PoretMimf: Metkoi$ of SeleeM Pirm$ (Urbana, Ill.: 

University of Illinois, ISiUI), p. 46. 

St/sw., p. 46. 
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three approaches, mani^^ent makes this appraisal at the time it de¬ 
termines the company’s probable share-of-the-market percentage and, 
although some companies check *8uch estimates with their- salesmen, the 
main appraisal of competitive petition is made by executives who dbould 
be better informed on the over-all sales outlook than any salesman can 
possibly be. 

Forecasting a company’s future market share is a problem which varies 
greatly in its complexity from industry to industry. At one extreme, we 
have such industries as steel and lumber, where a few large producers 
dominate the industry, and market share relationships among competi¬ 
tors are fairly stable from year to year. In such industries, forecasting 
a company’s market share is largely a matter of projecting past trends. 
For example, if a steel producer currently has a 15 per cent market share, 
and if in recent years its market share has risen by one per cent a year, 
the forecaster might simply extend this trend and predict that next year’s 
market share will be 16 per cent. Such extensions of market share trends 
are safest in those industrial marketing situations where products are 
highly standardised, price changes by one industry member are imme¬ 
diately met by all competitors, and there are comparatively small num¬ 
bers of buyers all of whom are well-informed. These are conditions 
conducive to stabilising market share relationships among an industry’s 
competitors. Oxenfeldt points out that when market shares change very 
slowly in an industry, strong forces must be present which tend to per¬ 
petuate the existing apportionment—^including such forces as close buyer- 
seller relationships and buyers’ possession of supplies and repair parts 
suitable for use with only one competitor’s make of the product.** He 
also points out that in consumer goods marketing situations, such forc^ 
include the belief that one gets on a given brand a higher trade-in value 
than on any other brand and, simply, irrational brand loyalty based on 
familiarity, perhaps mixed with the desire for security in using what is 
known and tried.** 

At the other extreme we have industries where it is extremely difficult, 
to predict relative market shares of different competitors from one year 
to the next—e.g., women’s clothing. As one prominent forecaster says, 
“the number of women who will wear clothes at a given time can be 
accurately forecast, but what they will wear is problematical at best.” 
And “what women will wear” depends on such things as fashion, pricra, 
relative effectiveness of different competitors* advertising and sales pro- 

MA. R. Oxenfeldt, "How to Uee Market-Share Meaiurement," Banmrd Bturiiuu 
Eevitto, VoL 37, No. 1 (January-February 1»59), p. 67. 

S»/Md.,p. 67. 

46 8 . Teitehnan, "The Place for Aaeamptiona and Jndgmenta in Sale* Foreoarting," 
in Aapeeta of Modem Morkeito§ (New York: American Management Aaaodatioa, 
1B58). Management Report No. 16, p. 33. 
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motional programs, and dealers’ enthusiasm in selling each manufacturer’s 
product. In such style-goods industries, the ability to evaluate a style’s 
salability is a key element in forecasting, and this requires both tiiorough 
knowledge of the market and unerring judgment. One year an apparel 
manufacturer may offer a design that catches on immediately and be¬ 
comes a great success: the next year his offering may turn out to be a 
’’dud,” his market share virtually disappearing. 

However, sinc^ most companies operate in industries somewhere be¬ 
tween these two extremes—^with market shares neither as stable as in 
steel nor as volatile as in women’s apparel—forecasters in most com¬ 
panies need information on competitors’ price policies, advertising and 
selling plans, plans to launch new and improved products, and so on. 
When a forecaster evaluates such information in relation to his own 
company’s proposed marketing plan, he is in a position to exercise in¬ 
formed judgment in predicting his company’s probable market share. 
If, for example, a forecaster knows that a major competitor plans a sub¬ 
stantial price cut on a product which many consumers buy mainly on 
the basis of price, he will have to lower his estimate of the company’s 
predicted market share accordingly unless management is willing to 
match the price cut. Forecasting a particular company’s market share 
is a matter both of examining past trends and of appraising significant 
changes in competitive relationships which may alter these past trends.^^ 

Once a company sales forecast is obtained, it is necessary to break 
it down into smaller units in order to improve its usefulness for purposes 
of planning and control. One of these finer breakdowns involves the de¬ 
riving of sales forecasts by individual products or product lines. How 
this is done depends chiefly on the forecasting approach used. Since most 
companies operate in more than one industry, we believe that the pre¬ 
ferred approach should be first to develop sales forecasts for each indus¬ 
try, and then apply estimated market-share percentages for each product 
or product line in each industry in order to arrive at individual product 
sales forecasts. General Motors, for instance, operates not only in the 
automobile industry but also in kitchen appliances through Frigidaire 
and a number of other lines; necessarily, more than one industry sales 
forecast has to be made in arriving at a forecast for General Motors. 
Thus, individual product forecasts generally are derived from separate 
industry sales forecasts, which makes this particular breakdown in com¬ 
panies following our recommended forecasting inncedure not so much 
a-breakdown as a building up of the company sales forecast by combin¬ 
ing several individual product forecasts. 

The poll-of-sales-force-opinion approach, you will remember, usually 


41 For a auggerted method of uaing econometric analyaii for the purpoae of projecting 
market ahare trenda, aee; Anderaon, op. Hi., p. 22. 
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skips making an industry sales forecast, and its users, consequently, have 
a unique problem in breaking down the over-all forecast into individual 
product forecasts. Since this approach does not provide for forecasting 
industry sales at the salesmen's level, whatever consideration is given to 
the company's sales in relation to the sales of the industries in which it 
is engaged must take place at higher organisation levels. A good case 
in point is the Cherry-Burrell Corporation, which makes and markets 
broad lines of processing equipment and material-handling machinery 
for the dairy, beverage, brewery, chemical, and food-processing indus¬ 
tries as well as certain specialised pieces of farm equipment. This com¬ 
pany starts its forecasting procedure with individual salesmen’s estimates 
of sales by individual products to specific industries; next, branch sales 
managers adjust salesmen's estimates according to their experience and 
specialized knowledge; these figures are then consolidated for the com¬ 
pany as a whole, at which stage the "preliminary forecast” is delivered 
to the controller and marketing research manager who adjust the grand 
total in line with their evaluations of the general economic outlook and 
changes in the outlook for each of the 74 individual product-line cate¬ 
gories. A Cherry-Burrell executive explains how these product-line fore¬ 
casts, which have their origins in salesmen's estimates, are adjusted: 

There is no adequate set of rules to follow. We know we must have a rea¬ 
sonable total and that this total is the sum of the 74 individual product-line 
categories. We cannot do too great violence to the total, nor can we arbi¬ 
trarily assign unreasonable amounts to the individual items. We re-examine 
each product line with greater care and an even more stony eye, always 
keeping in mind such factors as competitive pricing, special promotions by 
ourselves or others, new developments in the industry which might affect 
sales of specific products, availability of materials or manufacturing facili¬ 
ties, increased or decreased sales department emphasis on certain lines, rela¬ 
tive degree of market saturation, and whatever other information might be 
pertinent. 

Another important breakdown of the company sales forecast is that by 
individual geographic areas, such as by sales territories. In making this 
breakdown, management is, in effect, answering the question "Where 
should we make how many sales?” In other words, the problem now is to 
allocate the company's total sales-making opportunities among the vari¬ 
ous territories in which it operates. How can such geographical alloca¬ 
tions of sales-making opportunities be made? One approach is to calculate 
each area’s historical percentage of total company sales, adjust these 
calculations according to each area’s historical sales growth trend, 
"juggle” the resulting percentages so they sum to 100 per cent, and apply 

F. A. Lad^ner, Jr., "Foracastiog for a Variety of Products,” in ifaleriafs and 
M«1hod$ of Soles ForeetMitif, pp. 164*165. 
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the final percentage valuea to the company sales forecast, arriving in 
this way at territorial sales forecasts. Although this approach has the 
advantage of being simple and relatively easy to apply, it suffers from 
the built-in assumptions that past trends in the geographical distribution 
of sales will continue and that this distributicoi n satisfactory. Thus, 
the historical approach ignores the possibility that shifts in the geographi¬ 
cal spread of salesmaking opportunities may occur and, furthermore, 
that such shifts may be desirable; (e.g., if some market area, such as 
California, is growing very rapidly, it may be desirable to allocate to that 
area much more than its historical share of total company’s sales.) 

A different and somewhat more promising approach to the problem of 
obtaining individual territorial forecasts is to concentrate on the factors 
that influence sales-making opportunities (e.g., such factors as popula¬ 
tion and disposable personal income), analyzing how the impacts of 
these factors are distributed geographically, and allocating the total sales 
forecast among different territories according to the proportional salw- 
making opportunity present in each (measured according to the factors 
influencing sales-making opportunities). This approach shifts the em¬ 
phasis away from historical sales experience and toward the factors 
which affect the opportunities to make future sales. Using this approach 
requires preparation of an index representing the combined impact of the 
different factors influencing sales-making opportunity, and application 
of this index to the company sales forecast; this results in sales forecasts 
for individual territories. The index chosen can be a single-factor type, 
such as the population in each sales territory; here, the index value rep¬ 
resenting a territory with 1,(X)0,000 population would be twice that of a 
territory with 500,000 population. Notice, in this example, that the single¬ 
factor index method assumes that the distribution of population is di¬ 
rectly proportional to the distribution of sales-making opportunity which, 
ot course, is something that may or may not be true. The alternative is 
to use a multiple-factor index, which is an index that “weights” the im¬ 
pacts of such factors as population and disposable personal income. No¬ 
tice that in constructing a multiple-factor index, some weight must be 
assigned to the relative impact each factor has on sales. Such assign¬ 
ments may be made arbitrarily (i.e., purely according to management’s 
judgment as, for example, “income is twice as important as .population”) 
or through the techniques of multiple correlation (i.e., by correlating sales 
with such independent variables as population, income, number of wired 
homes, and so on) But no matter how the index is detennined, applying 
it to individual territories provides only a tentative allocation of the 


M For an excellent diecnaaion of varioua index methoda and their applieationa to 
determining territorial Mlea forecaata, aee: D. M. Phelpa and J. H. Weating, Jfor- 
kttimg rev. ed. (Homewood, Ill.: Riehard D. Irwin, 1960), pp. 2i9>964. 
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company sales forecast. This tentative allocation must then be adjusted 
according to factors not included in the index, such as territorial differ- 
ences in competitive strength, and differences in individual salesmen's 
effectiven^. These adjustments are necessary because, even though the 
index may indicate that a given amount of sales-making opportunity is 
present in a territory, such factors as the presence of a strong local com¬ 
petitor may make this amount unattainable while other conditions such 
as an unusually capable salesman assigned to the territory may mean 
that the indicated amount can be easily surpassed. It should be clear, 
then, that putting territorial sales forecasts into final form requires not 
onfy judgment but considerable knowledge of territorial conditions. For 
this reason, many companies "check out" the tentative allocations to 
territories with the salesmen involved. 

OcnVofion of a Solos Volumo Goat 

A sales volume goal for the coming operating period is the hoped-for 
outcome of a company's short-range sales forecasting procedure. In order 
to understand the relationship of the sales volume goal and the sales 
forecast, we must recall the two main parts of our definition for a sales 
forecast: (1) it contains an estimate of sales tied to a proposed marketing 
plan, and (2) it assumes a particular set of uncontrollable and competi¬ 
tive forces. This estimate of sales does not necessarily and automatically 
become the company’s sales volume goal, but it does provide an orienting 
point for management’s thinking. Further adjustments in this estimate 
are usually necessary, both because it takes considerable time to prepare 
a sales forecast and because the forecasters are not in constant touch 
with management. For instance, during the time a forecast is in prepara¬ 
tion, changes in uncontrollable and competitive forces can occur, and 
these may be important enough to now call for a revision in the sales 
estimate; such revisions, of course, may be either upward or downward. 
Similarly, there may have been changes in the way the company now 
intends to manipulate its controllables (i.e., in its marketing plan), and 
these changes, too, may indicate a need for adjusting the sales estimate. 
And, similarly, the sales forecast may have uncovered sales opportunities 
not recognized in drafting the initial proposed marketing plan, and this 
may require adjustment of the sales estimate, the proposed marketing 
plan, or both. 

The sales volume goal finally established (after the above adjustments 
have been made) should be consistent with both management’s profit 
aspirations and the company’s marketing capabilities. In other words, 
it must be attainable at costs low enough to permit the company to earn 
a net profit considered satisfactory by management, and for the com¬ 
pany’s marketing forces (i.e., its sales force, the advertising program, 
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the dealer organization, and so on) to be capable of reaching the set goal. 
All three of these important items—the sales volume goal, management’s 
profit aspirations, and the company’s marketing capabilities—are inter* 
related. Using the sales estimate in the sales forecast as a point of de¬ 
parture, management juggle these three items until it satisfies itself 
that the relationship between them is the best that can be obtained. 
Only then can we say that the sales forecast has resulted in the estab¬ 
lishment of a sales volume goal. And at that time, the chief marketing 
executive accepts the major responsibility for making the forecast “come 
true.” Marketing policies and selling strategies, formulated by him and 
his subordinates, must be put into effect in the grand effort to reach the 
sales volume, profit, and other objectives derived from the sales forecast. 
Thus, these final adjustments involved in converting the sales estimate 
in the sales forecast into a sales volume objective are of vital concern 
to marketing management. 


Evaluation of Forecasts 

Before he submits the forecast to top-management for approval, the mar¬ 
keting executive (whether he personally has made the forecast or has 
delegated the job to someone else) is responsible for evaluating it. Since 
every forecast necessarily pertains to the future, all forecasts contain 
some element of uncertainty; consequently, all forecasts are based on 
assumptions. So a good first step in evaluating any sales forecast is to 
examine the assumptions on which it is based. Any good forecast should 
include a forthright statement of its underlying assumptions. The mar¬ 
keting executive should also look for any hidden assumptions (ones the 
forecaster has unconsciously built into the forecast); he should view each 
and every assumption in a critical light and note particularly any that 
seem unwarranted, testing each by asking “if this assumption were re¬ 
moved, or changed, how would the resulting forecast be affected?” Be¬ 
yond checking the assumptions, the marketing executive should evaluate 
the forecasting methods as objectively as possible, and do his best not 
to become hypnotized by the impressive appearance of a “finished” fore¬ 
cast. He should also compare the forecast with his own specialized 
knowledge of (and feel for) the company’s marketing situation, condi¬ 
tions in the industry, and the general economic outlook. 

Throughout his evaluation, the marketing executive should be alert 
for any errors, asking himself such questions as these: 

1-. Are there any variations here from what past ocperience would seem to 
indicate? (For example, is the projected share-of-theHtnarket fairly con¬ 
sistent with the company’s histoncal market share?) 

2. Is the estimate of sales stated both in dollars and in units of product? 
(Both are needed—^the treasurer, for instance, will be interested in the 
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doUftf estimate, while the production manager will be interested in the 
estimate in units of product). 

3. Does the forecast rely too heavily on trade association data? (Many 
trade associations report such statistics as sales and production figures 
for the “industry" but, almost always, some industry members do not 
report, which results in data for only part of the industry. If such data 
are used for forecasting purposes, they must be adjusted to take into 
account the operations of non-reporting industry members.) 

4 Has the forecaster considered atiy new competitive products? (For ex- 
amjide, in forecasting the sales of room air conditioners, one must also 
consid^ the sales growth rate of beat pumps—a competing product that 
both heats and cools and one that seems certain to cut into the sales of 
other types of air conditioning units.) 

S. Has the forecaster considered inventory movements at all distribution 
levels? (Suppose, for example, that a consumer goods manufacturer uses 
both wholesders and retailers in his distribution channel. Such a manu¬ 
facturer should not necessarily assume that he will sell the same number 
of units of product as consumers will buy during the period. If middle¬ 
men have large inventories of his product on hand, his sales may well 
be less than the number consumers actually buy. However, if the middle¬ 
men have small inventories, his sale.s could be laiger than the amount 
consumers’actually buy—i.e., some of the units he sells will go into mid¬ 
dlemen’s build-ups of inventories.) 


The marketing executive must also concern himself with the continu¬ 
ing task of appraising sales forecasts against the criteria of accuracy 
and economic value. The assessment of a sales forecast’s accuracy is 
something that cannot be done in advance; it has to be done by hind¬ 
sight. When the period’s sales results are all recorded, they should be 
compared with the forecast’s predicted results and variations should 
be explained and recorded for possible future use in improving fore¬ 
casting accuracy. The executive should, therefore, insist that the fore¬ 
cast be checked against actual results and that variations be explained; 
that is the only way to assure that the forecast will fully serve its pur¬ 
pose as a control device; and such insistence also forces the forecaster 
to continually check the assumptions underlying forecasts. Appraising a 
sales forecast for its economic value is also something that can be done 
only after the sales results are in. A sales forecast has economic value 
if decisions based on it are more profitable than they would be if based 
on such other grounds as past experience or pure executive intuition 
Accuracy and economic value in sales forecasts, then, go together— 
forecasts with higher degrees of accuracy also have higher economic 
value. But high accuracy should not be secured at too high a price. A 
foreca^, in other words, can “cost more than it is worth,” which means 
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that it is possible for a forecast’s accuracy to involve such high research 
costs that its economic value is negated. 

POtieASTIHa SALIS OP NIW niOOIICTS 

Forecasting sales for a new product poses a different set of problems 
than those which arise in forecasting sales of established products. In 
making a new*product sales forecast, for example, it is not very helpful 
to poll l^e salesmen on whether they think the new product will sell and, 
if BO, in what quantities; some salesmen may be competent juc^es of the 
salability of a new product, but there is no reason to believe that they 
are more competent than marketing executives, who should have access 
to more information. It is, of course, possible to survey potential con¬ 
sumers regarding their willingness to buy a new product, but this is not 
usually very practical unless consumers have actually seen the product 
and, perhaps, sampled it—and, even then, there are usually discrepan¬ 
cies between what consumers say they will buy and what they actually 
do buy. Similarly, such sophisticated approaches as correlation analysis 
and econometric model-building are difficult to apply to new-product 
forecasting since there are no historical data to analyse. Thus, com¬ 
pared to forecasting sales of an established product, forecasting sales 
of a new product is characterized by a much higher degree of uncer¬ 
tainty; many more assumptions are necessary to formulate the sales 
estimate than are needed for making a forecast for an established 
product.** 

One approach to new-product sales forecasting (called the “evolu¬ 
tionary” approach) involves making the crucial assumption that poten¬ 
tial buyers will consider the new product a new version of some existing 
product. In forecasting sales for a cordless electric shaver^ one might 
assume that it is merely an improvement of the older, cord-type electric 
shaver. The forecasting procedure, then, could consist of projecting the 
evolving pattern of sales for the older product. This approach, as you 
might expect, is appropriate only when it is highly probable that buyers 
will consider the new product just an improved version of some existing 
product. 

A second approach, almost like the evolutionary approach, involve 
making the crucial assumption that potential buyers will consider the 
new product a substitute for some established product or products. 
(This approach, not surprisingly, is called the “substitute approach.”) 
T^e paper napkins for mcample; when first introduced, they could 
properly have been consider^ as substitutes for linen and other fabric 
napkins (and, interestingly enough, this was also the theme used in the 

MOb this poiat, hc: J. F. Bahm, Jr., Forecasting for New Products,*' in 

Sales ForseasKag.* C7ses, TmhniquM, asd Freads, p. 76. 
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hiitia! promotion of paper napkins). TIKe assumption in tibis approach, 
then, is that the new product will serve the same purpowt that dld«f 
products now serve. The for^aster using ttie substitute approach tries 
to determine how much demand exists (and is likely to develop) for 
products to. serve the purposes involved and attempts to determine the 
rate at which the new substitute product will displace the old product. 
Setting up the forecasting problem in terms of uncovering the different 
forces which determine the rate of displacement also directs attention to 
''what needs to be done to improve, promote, or price the new product 
for faster encroachment." In making his analysis, then, the forecaster 
should compare the new product with those it substitutes for on such 
bases as the extent to which potential buyers are likely to consider it a 
highly significant improvement, the nature and types of promotion needed 
to displace the older products at different rates, and the effect of the 
proposed price in relation to speeding up or slowing down the rate of 
displacement. 

A third approach to new-product sales forecasting uses market test¬ 
ing to obtain information useful for projecting the probable demand for 
the new product. Putting the new product on sale in a local market, the 
manufacturer attempts not only to secure qualitative information on 
the product's acceptability to the market but such important quantita¬ 
tive data as the proportion of potential buyers who actually buy, the 
number of "triers" who buy the product a second time, and the time 
interval that elapses between first and second purchases. In market 
testing a new detergent, for example, the marketer might find that 25 
per cent of the second-time buyers bought the product again within six 
weeks’ time. From such data, he would probably be able to construct 
a national sales forecast for the new detergent.*® The relevance of such 
test market data for projection (i.e,, forecasting) purposes, however, de¬ 
pends on the extent to which marketing conditions in the test market 
simulate those that will be met when full-scale marketing is undertaken, 
for this approach’s crucial assumption is that similar marketing con¬ 
ditions exist in both the test and national market. Although it is pos¬ 
sible to find local markets where the nature and makeup of the consuming 
public are substantially similar to the national market (e.g., both Syra¬ 
cuse, New York, and Dayton, Ohio) it is hardly ever possible to replicate 

45 Dean, op. eit., p. 174. 

44 Several writera have explained methods for using data gathered through market 
testing in predicting the success of new products and in forecasting their salM. For 
instance, see: L. A. Fourt and J. W. Woodlock, "Early Prediction of Market Success 
for New Grocery Products," JourtuU of Marketing, Vol. 25, No. 2 (October 1900), 
pp. 31-98; W. D. Barclay, "A Probability Model for Early Prediction of New Prod¬ 
uct Mar^t Saceeas," Jommal of Marketing, Vol. 27, No. 1 (January 1903), pp. 03- 
08; and B. Lipetein. "Tents for Test Marketing,” ffarvord Bntinese Jjtovieto, Vol. 39, 
No. 2 (Mareh-April 1901), pp. 74-77. 
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Uie aecompanying marketing program exactly. For example, advertising 
in the test market may have to be mainly through newspapers and local 
television, while the full>scale marketing program may contemplate ex¬ 
tensive use of magasines and network television. In spite of these imper¬ 
fections, however, market testing is widely used to gather quantitative 
data for use in forecasting new-product sales, especially by manufac¬ 
turers of such low-priced products as soap, food items, and drugs and 
cosmetics. 

The market-testing approach to sales forecasting is also used with 
higher-priced new products which are radically different from estab¬ 
lished products that serve the same puiposes. The B. F. Goodrich Com¬ 
pany, for instance, in 1947, developed the first tubeless tire, a truly 
revolutionary development inasmuch as automobile owners previously 
had regarded the inner tube as a necessary and vital part of the tire 
and tube combination. Since the tubeless tire changed the basic concept 
of what a tire was, Goodrich decided to market test the new product. 
In the words of Goodrich’s director of business research: 

We realized that nothing was known about the public’s reaction to such a 
revolutionary product. Therefore, we decided to test market the tubeless 
tire in the Mief that there might be some highly important facts to be 
learned before we spent millions trying to market it from coast to coast. 

From the market testing (in Cincinnati, Ohio), Goodrich obtained quan¬ 
titative data which were used not only to project the level of probable 
national demand but also in making related important decisions on 
pricing, advertising, and the training of dealers’ sales and service per¬ 
sonnel. This example serves, also, to point up another feature of the 
market-testing approach; it is most feasible in rather advanced stages 
in the technical development of a new product. In such cases, too, the 
market-testing approach may be the only way to gather data which is 
unobtainable through either the evolutionary or substitute approaches. 
There is no question, however, that market testing involves much larger 
expenditures than are incurred through use of the evolutionary and sub¬ 
stitute approaches. Management, therefore, in deciding on the particular 
approach (or approaches) to use for new-product sales forecasting, must 
weigh the relative research expenditures against the probable value of 
the resulting data. 

4T D. E. Canon, “Teat Marketing the B. P. Goodrich Tobeleas Tire,” in Marketing 
RgtMreh in Action (New York: National IndnUrial Conference Board, Inc., 1957), 
Studlea in Bnaineea Policy No. 84, p. 53. 


CONCLUSION 

The sales forecast provides information which management 
uses in setting the sales volume goal—^the business objective that 
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occupies a most strat^c place in both marketing and non-mar* 
keting planning. The preliminary analysis and work leading up 
to the sales forecast is, itself, an extremely important form of 
planning, and essentially involves securing a satisfactory three- 
way adjustment of sales-making opportunities, profit objectives, 
and marketing capabilities. The finished sales forecast becomes, 
in essence, management's oflicial prediction of the consequences 
which should follow from the implementation of a series of inter¬ 
related marketing and non-marketing decisions. Marketing man¬ 
agement plays a key role not only in implementing these decisions 
but in sales forecasting. Although the marketing executive does 
not have to be a technical expert on every phase of forecasting, 
he is responsible for being well enough informed to be able to 
help the forecasting group solve the various problems encoun¬ 
tered. In order to effectively discharge this important respon¬ 
sibility, the marketing executive must not only keep abreast 
of current developments in the company’s marketing situation 
and the surrounding competitive environment, he must also be 
able to assess both his firm’s marketing capabilities and ideas con¬ 
cerning the likely course of future events. Possessing this knowl¬ 
edge, the marketing executive must also have the background 
needed for discharging another of his important forecasting re¬ 
sponsibilities—that of appraising the worth of individual fore¬ 
casts and the economic value of the total sales forecasting 
program. 


QUISTIONS AND PROII.IMS 

1. Outline the steps involved in marketing planning, and ex¬ 
plain how sales volume goals are established. 

2. Compare and contrast short-range and long-range sales fore¬ 
casts, and analyze the relationship of each type of forecast 
to marketing decision-making. 

3. Construct a diagram to illustrate the interrelationships of 
the following items in a company’s round of short-range 
planning activities: sales estimate, sales volume goal, mar¬ 
keting plan, production schedule, manpower needs estimate, 
purchase schedule, projected cash inflow, projected cash out¬ 
lay, and the financial plan. 

4. What stakes does marketing management have in short- 
range sales forecasting? In long-range sales forecasting? 

5. What points would you want to investigate in the course of 
evaluating the procedure a company uses for obtaining its 
short-range sales forecast? 
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6. What are the forme of inter-industry (Munpetition? What 
is the significance of each form to the sal^ foreoaster? 

7. Give a few examples of psychologica] and sociolo^cal un- 
controUables that might affect the general eooncnnic out¬ 
look. How might these same uncontrollables influence indus¬ 
try and company selling opportimities? 

8. What criteria are ordinarily used in reducing to a manage¬ 
able few the number of uncontrollables used in forecasting 
sales? 

9. For each product included in the first list below, select one 
or more uncontrollables from the second list which you be¬ 
lieve would be most helpful in forecasting the product's 
sales: 

ProductB Uncontrollables 


Bermuda shorts 
Bicycles 

Breakfast cereals 

Cement 

Cigarettes 

Electronic computers 
European travel 
Extension telephones 
Household appliances 
Infants’ clothing 
Pharmaceuticals 
Playing cards 
Roofing materials 
Swiss watches 
Tape recorders 
Textbooks 
Virgin Islands rum 
Work shoes 


Age composition of the population 
Business expansion plans 
Consumers’ disposable income 
Consumers’ propensities to save 
and to consume 

Credit availability and interest 
rates 

Educational level 

Employment 

Fashion 

Geographical distribution of pop¬ 
ulation 

Government spending and taxa¬ 
tion 

Gross national product 
Home ownership 

Industry and anti-industry prop¬ 
aganda 

Inter-industry competition 
Leisure time 

Private investment expenditures 
Public attitudes on chances of war 
or peace 

Types and sices of families 


10. Are the following statements true or false? Justify your an¬ 
swer in each instance. 

a. The miun task of the forecaster is to mmimise the un¬ 
certainty affecting current decisions. 
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b. It should be very rare for a sales forecast to be based on 
no more than a guess. 

e. The closer the forecaster comes to predicting sal«i for a 
specific product of a specific company, the larger -Ute 
margin of error is likely to be. 

d. Sales forecasts motivate the planning process so that the 
planners have sufficient lead time to plan with maximum 
efficiency. 

e. Practically every marketing decision implies some fore¬ 
cast of the enterprise’s future. 

11. Evaluate the general truth of each of the following state¬ 
ments. 

a. *‘The salesman who knows his customers’ business and 
can talk about that business in his customers’ language, 
can tell management pretty accurately what the demand 
will be—even what his own sales will be.” 

b. ‘T admit my company’s sales forecast is based on in¬ 
tuition, and no one is more unhappy about this than I 
am. But if I were clairvoyant, I would not be in this 
business but would be following the ponies instead.” 

c. ”When a company depends upon its salesmen to do the 
sales forecasting, a great deal of money is lost because 
of the poor forecasts that are produced. Sales are lost be¬ 
cause of out-of-stock situations. Certain sales turn out 
to be profitless, because overtime wage rates have to be 
paid in order to fill customers’ orders. Inventories some¬ 
times balloon out of all proportion to the inflow of orders 
tying up working capital and, in some cases, outright 
losses result because of product obsolescence.” 

12. Industrial marketers use surveys of customers’ buying plans 
as a sales forecasting approach to a much greater extent 
than consumer goods marketers. Why? 

13. Identify the main assumptions underlying each of the fol¬ 
lowing sales forecasting approaches: 

a. {>oll of sales force opinion 

b. survey of customera’ buying plans 

c. correlation analysis 

14. Explain the meaning of each of the following terms: 

a. econometric model e. replacement demand 

b. dependent variable f . new-owner demand 

c. independent variable g. survival coefficient 

d. lead’ll^ relationdiip h. maximum ownership level 
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15. Explain how correlation analysis and econometric model¬ 
building are related. 

16. Why have econometric models (to date at least) been more 
used for forecasting industry sales than for forecasting sales 
of individual firms? 

17. To which, if any, of the following companies would you 
recommend the use of the ‘'prudent-manager” forecasting 
approach? State your reasoning in each case. 

a. A manufacturer of diesel railway engines 

b. A producer of airi)ort lighting equipment 

c. A local Cadillac dealer 

d. A producer of industrial lubricants 
c. An importer of Oriental rugs 

f. A typewriter manufacturer 

g. A life insurance company 

18. Refer to Exhibit 14.1 (p. 367), and assume that a certain 
durable consumer good has a maximum service life of 11 
years and that 10,000 units of the good enter service in some 
year. 

a. How many replacement sales that trace back to the origi¬ 
nal batch of 10,000 units will be made in the fourth year? 

b. How many replacement sales that trace back to the 
original batch of 10,000 units will be made in the ninth 
year? 

19. What is the rationale for making an industry sales forecast 
before developing the sales forecast for an individual com¬ 
pany? 

20. Under what conditions is it fairly safe to extend trends in 
market shares in arriving at a forecast of a particular com¬ 
pany’s market share? Under what conditions is such trend 
extension dangerous? 

21. Construct a check list that a marketing executive might find 
useful in evaluating sales forecasts before he submits them 
to top-management for approval. 

22. Compare and contrast the problems encountered in fore¬ 
casting sales of established products with tho^ encountered 
in forecasting sales of new products. 

23. Evaluate the relative merits of the evolutionary, sulxstitute, 
and market-testing approaches to new product sales fore¬ 
casting. 



MARKET MEASUREMENT AND FORECASTING 385 


24. How can an executive tell whether a given sales forecast 
has accuracy and economic value? 

25. Company A*s product, a small household appliance, is sold 
through a sales force of 15 men to appliance dealers through¬ 
out the entire country. Price competition is not serious, and 
the wholesale and retail prices of A’s product are compa¬ 
rable to those of competitors. Study the figures in the exhibit 
below and answer the questions that follow. 


Year 

Indtuttry 
Unit Sales 

Company A 
Unit Sales 

A's 

Advertising 
Expendi¬ 
tures as % 
oj Industry 

A’s Net 
Profit as 
of A’s 
Sales 

Size 
of A’s 
Sales 
Force 

1 

1.000,000 

40,000 

5% 

10% 

12 

2 

1,250.000 

45,000 

5 

10 

11 

3 

1,400,000 

60,000 

5 

11 

13 

4 

1.590,000 

55,000 

5 

0 

14 

5 

1,700,000 

70,000 

5 

9 

15 

6 

1,900,000 

85,000 

6 

10 

14 

7 

2,200,000 

110,000 

6 

11 

14 

8 

2300,000 

120,000 

6 

12 

13 

9 

2,350,000 

125,000 

6 

12 

15 

10 

2,500,000 

130,000 

7 

to 

15 


a. After studying such iincontrollables as consumers’ dis¬ 
posable income, family formation, and employment, the 
sales forecaster estimates industry unit sales in Year 11 
will amount to 2,550,000 units. Assuming no change in 
A’s advertising expenditures relative to the industry 
total and no change in the size or efficiency of A’s sales 
force, what should be the forecast of A’s sales for Year 11? 

b. Supposing Company A decides to increase its advertis¬ 
ing expenditures to 10 per cent of the industry total and 
to add five men to the sales force. Would this additional 
information cause you to revise the forecast of A’s sales 
for Year 11? How? 

c. Suppose Company A’s top management sets 12 per cent 
as its “target” net profit percentage on sales for Year 11. 
As the marketing manager of Company A, what would 
be your reaction to the announcement of this target? 
^Vhy? Outline your next moves and their sequence. 
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Areas of Decision 

ORGANIZATION 
THE PRODUCT 

DISTRIBUTION POLICIES AND PHYSICAL DISTRIBUTION 

PRICING 

ADVERTISING 

MANAGEMENT OF PERSONAL SELLING 
MARKETING STRATEGY 



ORGANIZATION 

15 


In this part of the book (Part Four), we consider the 
controllable forces in marketing—^those forces which can 
be directly influenced by decisions and actions of the 
individual firm. Through making and implementing de> 
cisions on such controllables as marketing organization, 
products, brands, prices, distribution channels, physical 
distribution, advertising, promotion, and personal selling, 
marketing management sedcs to adapt the firm’s opera¬ 
tions to an environment made up of uncontrollable eco¬ 
nomic, social, psychological, l^al, and other phenomena. 
Decisions on marketing organization must necessarily 
precede decisions on other marketing controllables. Be- 

389 
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fore product and price decisions can be made, for instance, we have to 
decide who should make them. We must decide in advance, too, the ques¬ 
tion of which decisions will be made where —^which ones will be made by 
executives in the home office and which ones by their Subordinates in the 
field. And because marketing decisions are typically related not only to 
each other but also to decisions in such areas as production, personnel, 
finance, and general management, we must also decide in advance the 
question of who will coordinate which marketing decisions. We must de¬ 
cide, for example, who will coordinate selling and advertising decisions 
mth product decisions, and who will coordinate these decisions with pro¬ 
duction, personnel, finance, and general management. Marketing organi¬ 
zation, then, is not an end in itself but a means to the end of marketing 
performance and marketing results.^ 

An organization is the framework ot relationships among all persons 
in a group, specifying the responsibilities and authority role of each in¬ 
dividual. It is an impersonal system of coordinated human effort designed 
to accomplish the goals of management. The elements of an organiza¬ 
tion are communication, willingness to serve, and purpose. Its people 
must be able to communicate with each other and be willing to work 
toward a common purpose. All complex organizations are built up from 
a number of smaller units. They consist of working (or basic) organi¬ 
zations overlaid with , executive organizations.^ An organization is set 
up to make and implement decisions, so the executive organization may 
be described as a network of decision-makers, while the working or basic 
organization is concerned primarily with carrying out decisions. In some 
instances, decisions are made even at the lowest levels of the organiza¬ 
tion, and this is particularly characteristic of marketing organizations, 
where even salesmen make decisions that influence the buying decisions 
of customers. In order to discuss organizational problems and decisions 
in marketing, we should first review some concepts and models from or¬ 
ganization theory. 


ORGANIZATION CONCIFTS AND MODILS 

Organizations contain formal and informal structures. In a complex or¬ 
ganization it is difficult to distinguish clearly between formal and informal 
structures, but such a division makes it easier to understand the important 
aspects of organization theory. The formal organization may be thought 
of as the “official” hierarchy established by the top executive, and the in¬ 
formal organization as the unofficial hierarchy established by social sanc- 


1 Paraphrased from: P. F. Drucker, The Preetiee of Memogemevt (New York: Har¬ 
per and Brothers, 1954), p. 194. 

8 Chester I. Barnard, The Funeiiont of the Emeeutive (Cambridge, Mass.: Harvard 
University Press, 1938), p. 19. 
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tion. The early or “traditional” theories of organisation were concerned 
only with the formal authoritarian structure, but recent contributors to 
organization theory have concentrated on the social factors affecting or¬ 
ganizations. 


Traditional Organization Theory 

Traditional organization theory is based on authority—the right to com¬ 
mand. This viewpoint is expressed by Erwin Haskell Schell in these 
words: ® 

If we are to have control, we must provide avenues through which it can 
function easily and directly. These avenues we speak of as paths of author* 
ity. They pass from administrators who determine policy, to the executives 
who are responsible for the performance of policy, and then to the em¬ 
ployees who perform the actual operations. 

Traditional organization theory has frequently been described as “the 
machine” model because it treats workers as automatons. Workers are to 
be bought and sold. Personalities are not important, and workera are ex¬ 
pected to adjust to the jobs, not to have the jobs adjusted to them. Tradi¬ 
tional organization theory developed early in the twentieth century. The 
first attempt to define formal organization theory was made at the turn 
of the century by Weber. The authoritarian approach fitted well into the 
philosophies of Frederick W. Taylor, originator, and the Gilbreths, sup¬ 
porters, of the scientific-management movement in the early part of the 
century, so that authoritarian organization became a part of this move¬ 
ment. By the mid-1930’s traditional organization theory had probably 
reached its peak of refinement as expressed in the Mooney and Reiley 
Model. 

THE WEBEB MODEL. Late in the nineteenth century, Max Weber, a Ger¬ 
man sociologist, made a systematic analysis of bureaucracy, or govern¬ 
ment organizations, and proposed an ideal type of organization. The 
features of his ideal bureaucracy, which are equally applicable to large- 
scale business organizations, emphasize form of organization and profes¬ 
sional management. The features of his model are as follows: * 

1. The concept of hierarchy. Each job or task is under the control of a 
higher office, and people are secondary to the requirements of the 
hierarchy. 

8 Erwin Haskell Schell, The Teekniq*e$ of EmoeuHve Control (New York: McOraw* 
Hill, 1957), p. 58. 

4 For a more detailed deecription of the Weber model see; Jamea G. March and 
Her^rt A. Simon, OrpantaattoM (New York: John Wilejr ft Sona, 1058), Cfa. 2, 3; 
Albert H. Rubenatein and Chadwick J. Haberatroh. 8oim Theoriei of Orfaaiaslio* 
(Homewood, Ill., The Doraey Preaa, 1990), Ch. 4; and John M. Pfillner and Frank 
P. Sherwood, AdminittroUve Orzanizatiw (Englewood Cliffa, NJ,: Prentice-Hall, 
1990), Ch. 4. 
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2. Accepted norms of conduct. Policies should be carefully stated so 
that there is as little as possible in the organization that is unpre¬ 
dictable. 

3. Job specification. Each member of the organization, is selected on the 
basis of his ability to perform a special portion of the total task. 

4. Clearly stated spheres of competence. The duties of and relation¬ 
ships between the various specializations are clearly defined—e.g., 
job descriptions. 

Weber’s model has provided the conceptual core for most of the research 
in organization by social scientists, although few industrial writers on or¬ 
ganization were evbn aware of his model until very recently His essential 
proposition was that the bureaucratic model is more efficient than alterna¬ 
tive forms of organization. Without denying this essential proposition, the 
research of three social scientists—Merton, Selznick, and Gouldner—has 
suggested that there are important unplanned results of the bureaucracy 
model.'* The Merton model, for example, is designed to demonstrate that 
efforts on the part of the top hierarchy to increase the reliability of be¬ 
havior of subordinates eventually produces rigidity of behavior, which, 
in turn, increases the amount of difficulty with clients of the organization 
and complicates the achievement of client satisfaction. 

THE MOONEY AND REiLEY MODEL. James D. Mooney and Alan C. Reiley, 
both General Motors executives in the early IQSO’s, attracted considerable 
interest at that time with the publication of their book, Onward Industry. 
In this book they proposed four main categories of organization “prin¬ 
ciples”: the scalar principle, the functional principle, the coordinative 
principle, and staff-and-line.* The first two principles are essentially the 
same as Weber’s “hierarchy” and “job specialization.” The scalar prin¬ 
ciple (hierarchical) refers to the vertical division of authority and definite 
assignment of duties to units in the organization. The functional principle 
is really the Weber concept of specialization, embodying the use of trained 
specialists in each horizontal job category. The coordinative principle pro¬ 
vides for unity of action toward a common purpose; it depends on author¬ 
ity and leadership, but also on doctrine, spirit, and morale. Staff-and-line 
is proposed as a unifying concept with line representing authority, and 
staff representing advke and ideas 

SUMMARY OF TRADITIONAL THEORY. Traditional organization theory is 
built on two basic assumptions: dehumanization of the organization, and 

A For1detail«d dMcriptioM of the Merton. Selznick, and Oouldner model*, eee: Jamea 

G. March ahd Herbert A. Simon, op. eit., pp. 36-47. 

4 The Mooney and Reiley Model^ as aubaequently refined, ia preaented in detail in a 

aecond book by the aame auchora: Jamea D. Mooney and Alan C. Reiley, The Prin- 

eiplet of OtfunizotioH (New York: Harper and Brother*, 1639). 
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an autocratic or undemocratic bias. Most of the newer organization theory 
has evolved from strong disagreement with these assumptions. Dehuman¬ 
ization implies that the job is all important. Jobs are not adjusted to 
workers; workers are expected to adjust to their jobs. It resulted in the 
strongly authoritarian concept of the job-task hierarchy, with all relation¬ 
ships in the hierarchy determined by an individual's job. It supported the 
scientific-management movement of the early twentieth century with its 
objective of dividing work into its component parts, arranging tasks into 
effective production sequences, and dividing jobs into tasks so small that 
a worker would spend the entire day repeating a small routine operation. 
Dehumanized organization provides for financial incentives based on some 
measure of production as the only important means of motivating em¬ 
ployees. Productivity is the one standard of value for evaluating individ¬ 
uals within the organization. 

The authoritarian bias of traditional organization theory is based on 
the assumption that all wisdom and knowledge rests at the top of the 
hierarchy. With the exception of reporting results, all communication is 
downward. Policy and orders come from the top, and they are not to be 
questioned. It is the prerogative of the top manager under this undemo¬ 
cratic concept to dispose of people as he would goods and property. The 
right to hire and fire is his alone, to be delegated as he sees fit. 

Because of disagreement with these basic assumptions underlying the 
machine model approach to organization, a number of new approaches to 
organization theory have evolved since the 1930’s. In addition, continuing 
research has resulted in a broadened understanding of man and social in¬ 
stitutions which has made many of the concepts of traditional theory 
inadequate or untrue. 


Modern Organization Thoary 

Even in the most highly structured, authoritarian organizations, there 
exists beside the formal structure an informal organization or way of 
getting certain things done. This is because people will not all fit the mold 
of a formal organization. This informal organization allows many things 
to get done outside of.the normal chains of command and communication. 
“Let me talk to my friend Bill. Maybe he can straighten it out." “Don’t 
worry about Jim. He never concerns himself in these matters. Take it di¬ 
rectly to the boss." Such situations exist because organizations are made 
up of individuals who cannot and will not conform to the machine model. 
Whereas traditional organization theory was rooted in authoritarian 
concepts, the more modem organization theory reflects the democrati¬ 
zation of industry that has taken place in the past half century. Organ¬ 
ization of the marketing function, in particular, should recognize this 
democratization. The nature of many marketing responsibilities calls for 
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initiative and independent action by individuals low in the organizational 
hierachy (such as salesmen) and democratic organizations help achieve 
this initiative. 

You should avoid, however, accepting too readily the easy conclusion 
that all conformity in an organization is necessarily bad. Mr. Frederick R. 
Kappel, President of American Telephone and Telegraph Company, states 
this warning very clearly: ^ 

Successful organized effort depends on the power of individuals to make 
highly personal contributions. To make his best contribution, a man must 
be his own unique self and he must always know who he is. But whenever 
two people come together to do something, there must be some conformity. 
To some extent they must think and act alike. Otherwise any organized 
society would be impossible. There is a lot of conformity in every group 
effort—government, business, education, religion. To be against all conform¬ 
ity is to be against order and for chaos. 

Modern organization theory is concerned with the individual member 
of the organization. It has two basic approaches—human relations and 
decision-making. The human relations approach looks at the feelings and 
motives of the individual. Its impact was first felt in the 1920’s, and it is 
well-described in the writings of Elton Mayo.® The decision-making ap¬ 
proach examines the adaptive and reasoning abilities of people and is 
described by James G. March and Herbert A. Simon.® P. J. Gordon has 
suggested a third approach, the operational view, as a particularly appro¬ 
priate way for the marketer to look at organization theory. 

THE HUMAN RELATIONS APPROACH. The human relations approach to 
organization has evolved from a new concept of human motivation. Em¬ 
ployee motivation, like consumer motivation (as described in Chapters 7 
to 9), was first thought of as rational and economic, but recent research 
has shown that economic motivation only operates until the individual 
achieves a subsistence-level income, and that after that, factors such as 
personal recognition and self-fulfillment are all important. Douglas Mc¬ 
Gregor is a strong supporter of the view that people are not by nature 
passive or resistant to the needs of the organization. He says: 

People, deprived of opportunities to satisfy at work the needs which are 
now important to them, behave exactly as we might predict—^with indo- 

7 F. R. Kappel, Vitality •« a Butineta Enterprite (McGraw-Hill, 1060), p. 75. 

8 See: Elton Mayo, The Soeiai Problems of an /ndnatrtol Civilisation (Boaton: Har- 

' vard Buaineaa School, 1945). 

0 March and Simon’s decision-making approach is described in detail in: James G. 

March and Herbert A. Simon, Orpanioationa (New York: John Wiley A Sons, 1958). 

10 Dooglaa M. McGregor, "The Human Side of Enterpriae," Some Theoriee of Organ- 

iaation, edited by Albert H. Rubenotein and Chadwick J. Haberatroh (Homewwd, 

Ill.: Richard D. Irwin, 1960), p. 184. 
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lence, passivity, resistance to change, lack of req)on8ibility, willingness to 
follow the demagogue, unreasonable demands for economic benefits. 

McGregor and other supporter of the human relations approach believe 
that motivation and the capacity for assuming responsibility and doing 
more than the minimum job are present in all people, and that it is the 
responsibility of management to help people develop these characteristics. 

The traditional concept of authority extending from the top downward 
in the organization has required modification because of the newly recog¬ 
nized “upward" authority. Through their freedom to obey or disobey 
orders from their superiors, all subordinates demonstrate this authority. 
An employee grants authority to his superior through his willingness to 
obey orders. When he chooses to disobey orders, he denies the authority 
of the superior giving the orders. The employer may have the right to 
discharge an employee for such disobedience, but the need for good public 
and employee relations, or the existence of a strong union, may make such 
action unwise.*^ 

The corollary to this broad approach to human motivation and respon¬ 
sibility is a new and less authoritarian approach to organization. The new 
approach includes decentralization and delegation of authority, enlarge¬ 
ment of job responsibility at all levels, participation at all levels in man¬ 
agement decision, and participation by the individual in appraisal of his 
performance. This concept of group leadership is not acceptable to all 
groups, however. William H. Whyte, Jr., expresses the feelings of the dis¬ 
senters in The Organization Afan,^* when he deplores the possible adverse 
effects upon business's future supply of strong leaders—^the individualists 
who are often responsible for important innovations. 

THE DECISION APPBOACH. The March and Simon model is based on the 
belief that the role of the individual is too large a unit of analysis on 
which to build a theory of organization. An individual may make a num¬ 
ber of decisions on varying subjects during a day. For this reason, the 
individual decision premise is used as the appropriate unit. March and 
Simon fit this decision unit into the broad area of organization theory as 
an addition to, and not a substitute for, the earlier traditional and human 
relations approaches. The central notion is that a decision is a conclusion 
drawn (although not necessarily in a strictly logical sense) from premises 
(previous propositions), and that authority is used when the decision¬ 
maker communicates the decision to the individual (s) selected to execute 
it; this decision, in turn, becomes a premise for subsequent decisions. It is 

II Perrin Stryker, “How Executives Delegate," in The Executive Life by the Editors 

of Fortune (Garden City, N.Y.: Doubleday, 1956), p. 141. 

18 William H. Whyte, Jr., The Organieaticu Man (New York, Simon and Schuster, 

1956). 
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evident that the availability of information and the facilities for process- 
ing and analyzing information are the really critical factors in the decision 
process. Some experts consider decision-making and communication so 
interrelated as to be inseparable in practice. According to Dorsey, a de¬ 
cision occurs on ‘*the receipt of some kind of communication, it consists 
of a complicated process of combining communications from various 
sources and it results in the transmission of further communication.'’ 

In the opinion of a number of experts, information is the life blood of 
the functioning organization, so the channels for transmitting such infor¬ 
mation are necessarily part of the organization structure. These channels, 
or communication networks, are described by March and Simon; 

Associated with each program is a set of information flows that communi¬ 
cate the stimuli and data required to evoke and execute the program. Gen¬ 
erally this conununication traverses definite channels, either by formal plan 
or by the gradual development of informal programs. Information and 
stimuli move from sources to points of action; instructions move from 
points of decision to points of action; information of results moves from 
points of action to points of decision and control. 

Some communication channels are planned, but some develop through 
usage. The planned networks are those that follow the hierarchical chan¬ 
nel of authority; unplanned networks develop among individuals with 
common backgrounds who find communication easy or necessary. New 
technologies, such as integrated data processing, cut across superior-sub¬ 
ordinate work relationships, affecting the jobs of people in different de¬ 
partments and work groups. Superimposing a vertical organization on such 
horizontal relationships as this results in unplanned communication 
networks. Thus, a marketing researcher, in attempting to plan a method 
of processing information from a consumer survey, may directly seek the 
help of the computer programmer, who works in a different department, 
instead of going through his and the other man’s “bosses.” In such in¬ 
stances, the feedback of information is most likely to come through un¬ 
orthodox channels. 

THE OPERATIONAL APPROACH. This approach interrelates three factors: 
the firm and its marketing components, the environment, and growth 
trends. Here growth is thought of as being either increasing, static, or de¬ 
creasing. The organization “functions as a catalyst, facilitating growth 
and change.” The approach starts with the consumer and seeks the best 

la John T. Dorsey, Jr., *'A Communication Model for Administration,” AdmtMWfra- 

f<«« Setenm Quarterly, December 1957. p. 309. 

la James G. March and Herbert A. Simon, op, eit., pp. 166-167. 

ta p, J. Gordon. “Theories of Organisation,’' Baoiaou HeruetM, Special Issue— First 

International Seminar on Marketing Management (February 1961^, pp. 23-^. 
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combination of customers, distributors, territories, and channels of distri* 
button for toe particular product. Mr. Gtordon defines this approach as 
growth centered, seeking the best balance between organisational change 
and changing conditions. The best organisation for marketing cannot 
be rigidly defined because changing conditions will soon make any one 
plan obsolete. 


PICISIONS ON MARXITINO OXOANIXATtON 

Earlier we pointed out that the organisational structure provides the 
framework within which decisions are made. Marketing organisation de> 
cisions range from the determination of the place of marketing in the 
overall structure of a business to assignment and delegation of authority. 

The Place of Marketing in the Organization 
The most important decision on marketing organisation is that of deter¬ 
mining the relationship of marketing to the other functions and responsi¬ 
bilities in a business. The role of marketing in the organization structure 
of American business has become increasingly important as markets and 
businesses have become more complex. Gradually, as increasing productiv¬ 
ity in many industries has made it possible to produce far in excess of 
existing demand, it has become clear that more attention must be given 
to marketing. It is out of this need that business has evolved the so-called 
“marketing concept.” 

THE MARKETING CONCEPT. A newly evolved business concept (called 
“the marketing concept”) has an important potential effect on marketing 
organizational decisions in many firms, and for this reason, you should be 
familiar with it. The marketing concept is a philosophy applied to the 
operation of a business in which customer and consumer needs will be 
uppermost in importance. These needs will govern the separate planning 
of each function of the business, as well as the overall plan aimed at 
achieving its predetermined profit objectives.'* 

Under this concept, marketing is the catalyst that brings together the 
technological complex of business and the consumer and industrial mar¬ 
kets, which have been built on the desires of individuals to find better 
ways to satisfy their wants. This philosophy of marketing is based on two 
fundamentals. First, marketing has a dual job. It muat direct the atten¬ 
tion of business to the customer’s needs and desires, and it must persuade 
the prospective customer through all the available techniques of selling 
and advertising. This last phase of the job—that of persuading the cQs- 
tomers—has long been recognized as the primary responsibility of mar- 


iS A. Felton, “The Marketing Cloncept in Action," Burineu Borhmu, Special! 

Firat International Seminar on Marketing Management (February 1961), pp. 14rl6. 
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keting, and many businessmen have only recently begun to realize that 
the assessment of customers’ needs is a necessary preliminary step. Of 
course some retailers and sales executives have long believed that the 
customer is king. Marketing people must point out to business the con¬ 
sumer needs, both conscious and unconscious, that will affect the products 
or services to be offered. With recognition of the first phase, the emphasis 
in the persuasion phase has shifted from selling the product to selling 
the function that the product will perform. The second fundamental un¬ 
derlying this philosophy of marketing is emphasis on the profit concept 
rather than the volume concept. Additional sales volume at any price is 
no longer the aim. Instead, the aim is maximization of profits.” 

THE TOTAL ROLE OF MARKETJNO. How far each firm moves toward adop¬ 
tion of the marketing concept is a decision for top management. This deci¬ 
sion is influenced by several factors. Perhaps the most important is the 
current status of markets. Increases in average consumer income with 
resulting increases in discretionary buying power have offered enormous 
increases in the market potential for many products, but at the same time 
have made it necessary for some businessmen to compete not only with 
products similar to their own but also with entirely different products. For 
example, a housewife with $400 extra to spend on something she really 
wants may be tom between buying a freezer or a fur coat. In competing 
for her discretionary dollars, freezers compete directly with fur coats. An¬ 
other factor has been the increasing cost of establishing and maintaining 
distribution structures, which tends to freeze existing patterns and prac¬ 
tices at the expense of change. As it becomes more expensive to rectify 
mistakes, more attention is given to planning marketing activities cor¬ 
rectly in the beginning. A third factor has been the increased difficulty in 
achieving internal communication. With increased specialization of func¬ 
tional responsibilities accompanied by diversification of product lines, the 
need for coordination and establishment of clear lines of authority and 
responsibility has increased. 

A company that adopts the marketing concept should organize its activ¬ 
ities accordingly, but this need may go unrecognized. According to one 
writer: “Companies may have the will and the desire to serve the cus¬ 
tomer, but all too often they are inadequately organized to do so. Proper 
organization must result in a total integration and coordination of all of 
the factors that can influence the final sale. This is the very essence of 
th^mode rn marketing concept_” 

17 p. J. Borch, Tha Marketing Philotophg at a Way of Bntineu Life, General Elec¬ 
tric Marketing Information Bulletin, 1957, p. 4. 

ISA. B. Caecino, "Organizational Implications of the Marketing Concept,” in W. 

Laser and E. J. Kelley (Eds.), Managerial Marketing: Perepeetivea and Viewpointa, 

tav. ed. (Homewood, Ill.: Richard D. Irwin, 1962), p. 371. 
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CEKTBALiZATioN OF MABKEUKG ACTivmES. As businessmen have come 
to recognize marketing as a single broad business activity, that involves 
coordination and optimization of a number of subactivities, they have had 
to re-examine the place of these individual activities in the organizational 
structure. Sales force management, advertising, and marketing research, 
for example, have been traditionally organized as separate departments 
reporting directly to top management. Centralization of these activities 
under a single marketing executive, by improving coordination, should 
increase ma'^keting efficiency. There has been a strong trend towards such 
centralization of marketing responsibilities in American businesses, but 
each top executive must decide for himself whether the improved coordi¬ 
nation will outweigh the potential human relations and communication 
problems. If the chief executive decides to centralize marketing authority, 
it is then his responsibility to sell the lower echelons of management on 
such action. It is often a difficult task to persuade sales managers, adver¬ 
tising managers, marketing research managers, traffic managers, and pro¬ 
duction managers to cooperate with or, in some instances, to take direct 
orders from this new marketing executive. The success of such a marketing 
executive depends to a large extent on two factors, his knowledge of the 
consumer, and his logistical skill—his ability to balance the various busi¬ 
ness resources placed behind the product. By achieving the optimum bal¬ 
ance between potential product improvements, production cost«, sales and 
advertising costs, alternative channels of distribution, and costs of physi¬ 
cal distribution, he will attain maximum profit for his firm.’** 

RELATIONSHIP TO OTHER BUSINESS ACTIVITIES. Advertising, sales force 
management, and marketing research are generally recognized as market¬ 
ing activities, and responsibility for them is normally assigned to one or 
more marketing executives. The formulation of policy on channels of dis¬ 
tribution is also generally recognized as a responsibility of marketing 
executives. However, there are other areas of policy formulation for which 
marketing should assume at lea.'st a share if not all of the rcsponsibilify. 
One of these is pricing, which in some companies is the responsibility of 
the production manager or the controller. Another is merchandising or 
product policy. Although marketing executives occasionally have been 
allowed to share this responsibility, production or research and develop¬ 
ment have had the sole responsibility in many firms. Another policy re¬ 
sponsibility closely related to marketing is the management of physical 
distribution, involving control over finished goods inventories, transporta¬ 
tion, and storage. The effectiveness of marketing operations often depends 
largely on the proper management of this responsibility, so marketing 
should have a share in the determination of policy. The final decision as 

I® Eugene B. Mapel. op. cit., j)p. 4-5. 
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to the allocation of reeponsibility for these interfunctional activities must 
be made by top management. And it is in decisions of this kind, involving 
complex interrelationships, where human and communication factors are 
likely to be more important than traditional authority and job-task rela¬ 
tionships. 

A final responsibility that is often the concern of more than one execu¬ 
tive is that of control over marketing activities. This responsibility, tra¬ 
ditionally assumed by the accounting department or tiie controller, is 
important to the marketing manager because of its effect on his ultimate 
goal, that of maximizing profits. 

Organization Within the Markoting Dmpartmont 
Necessarily, the executives in a very small marketing department must be 
able to deal with all types of marketing problems. But in a large organiza¬ 
tion, the number of executives and multiplicity of responsibilities makes 
it both desirable and necessary to divide these responsibilities. A great 
many of the marketing executives in large organizations must be special¬ 
ists, with technical knowledge of particular activities such as advertising 
and research. The chief marketing executive has the responsibility to dele¬ 
gate and divide line and staff authority. 

The increasing centralization of marketing responsibilities and the grow¬ 
ing complexity of the marketing task has led to recognition that a new 
kind of chief marketing executive is required. Although he must still have 
a high degree of administrative skill, the top executive is no longer re¬ 
sponsible for the line sales force management activity. This responsibility 
is delegated to a subordinate general sales manager. The typical top mar¬ 
keting executive of this new type has been described as follows: 

He tends to be more thoughtful, sometimes skilled more in handling ideas 
than in handling men. He is more objective, anaij'tical, less emotionally in¬ 
volved in his assignment. He has begun demanding research—searching for 
ideas, thinking of both strategy and tactics. 

m 

With the reduced top level concern with sales force management, market¬ 
ing staff departments have grown in influence and in numbers. Established 
staff responsibilities, such as advertising, marketing research, and credit 
management have a greater total impact when they are brought together 
under one head. New staff responsibilities, such as product management, 
have achieved important roles in the marketing structure. 

THE DIVISION OF MARKETING LINE AUTHORITY. One description of line 
activities includes all activities associated with order-giving in the line of 

20 D. R. Longman, “The Role of the Marketing Staff,” Jottrnal of Marketing, Vol. 

26, No. 3 (July 1062), pp. 31-32. 
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command and with direct labor. In a very small organization, where all 
members report to a single superior who coordinates their activities, 
everyone is in the direct order-giving chain of command and engaged in 
direct labor, and this is strictly a line organization.^^ But since the size 
of most marketing organizations requires that there be more than one 
executive, some individuals must be designated as line executives. Sales¬ 
men are the direct labor producers in marketing, so the sales manager iz 
the marketing line executive. 

Overall responsibility for management of the sales force will reside with 
a home-oflSce line executive, and, as pointed out above, in modern organ¬ 
izations he is subordinate to the top marketing executive. But a single line 
executive can only handle a very small, geographically concentrated sales 
force, because of the time required to visit and supervise each individual 
salesman. As a sales organization becomes too large to be administered 
by one man, it becomes necessary to select a satisfactory basis for dividing 
the sales force into sub-groups. Each sub-group must then be placed under 
the direction of a line assistant to the sales manager. The decision as to 
whether to divide the sales force along geographic, product, or market 
lines will vary according to the needs of the organization. 

1. Organization Along Geographic Lines. When the sales force covers 
a broad geographic area, it is often practical to divide it along geographic 
lines. By locating divisional sales managers and their offices in various 
parts of the country, each sales manager is placed in closer contact with 
the salesmen under his direction.^ With this reduction in physical dis¬ 
tance, personal contacts with and supervision over the salesmen are simpli¬ 
fied. Large national organizations covering the market intensively may 
find it necessary to provide further subdivision by dividing the authorit> 
under each division sales manager among regional managers. 

Division of authority along geographic lines is particularly useful when 
characteristics of the market or consumers vary considerably between 
different regions. In such instances, each sales division or region can adapt 
its selling methods to the needs and customs of the local market. 

2. Organization Along Product Lines. A firm’s line of products will 
often dictate organizational structure. If the products are basically simi¬ 
lar, there will be no need to provide specialized salesmen for each product. 
But when the variation among products requires considerably different 
methods of selling and different technical knowledge on the part of sales- 

Sl E. H. Aiidei'Mun and G. T. Schweiiniug, The 8eienee of Production Orjfanizdtiom 
(New York: John Wiley & Sons, 1938), p. 125, 

-- Recent increaneH in the speed of public- transportation hare reduced the neceoeity 
for locating a sales executive close to bis subordinates. The Underwood*01ivetti Con* 
pany, for example, although it has organized its sales d^artment along geographic 
lines, houses all of its regional sales executives in its home office in New York in 
order to maximize communication and coordination at the management level. Each 
regional sales executive commutes from the home office to his region. 
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men, it becomes reasonable to divide the sales force along product lines. 
General Electric needs very different kinds of salesmen to sell large elec¬ 
tric generators and television sets. The generator salesman must have 
considerable technical training, whereas the television salesman needs far 
less technical training. It would be wasteful to use the more technically- 
trained man to sell both products, so tin'o separate sales forces are used, 
each qualified to sell its line of products, and each product assigned to a 
different sales executive. 

Maintaining separate sales forces for different product lines is expensive, 
because it often results in the use of more than one salesman to cover the 
same area. For this reason, the benefits should clearly outweigh the extra 
cost. These benefits are greatest for companies selling broadly diversified 
lines of products, for those reaching different markets with different prod¬ 
ucts, and for those with unique selling problems for the different products. 

3. Organization Along Customer or Channel of Distribution Lines. 
When the customers or markets for a product or product line vary con¬ 
siderably, it may be desirable to organize separate sales forces to serve 
each. A power-saw manufacturer may sell the very same product to two 
very different industries—e.g., the lumber industry and the construction 
industry. These two industries have different |feographical concentrations 
(the lumber industry is concentrated primarily in sparsely populated parts 
of the northwest and southeast; whereas the construction industry is 
broadly distributed in relation to population and industrial concentration) 
and different buying practices, and under these circumstances, separate 
sales forces may be able to do the job more effectively. 

Many producers of consumer goods sell the same products through sev¬ 
eral different channels of distribution. Part of the sales volume may reach 
the consumer through distributor and independent retailer channels, while 
another part may be sold directly to chain store buying offices. Still an¬ 
other part may be sold to foreign markets through export agents. The 
type of selling recjuired in each case may be quite different, and the num¬ 
ber and kinds of buyers will vary. (It would, for example, require only 
a very few salesmen to reach all chain store buying offices in the national 
market, but it would require dozens or hundreds to reach all wholesalers.) 
Producers with such varied channels of distribution frequently find it 
advantageous to organize separate sales forces to covei* each channel. 

4. Dividing Line Authority on Several Bases. A great many com¬ 
panies use more than one basis for dividing line authority in the sales 
department. Large sale.** organizations require several levels of manage¬ 
ment, and different methods of division may be used at different levels. 
When product differences require a division of responsibility along product 
lines, the entire sales force may be divided on this basis, but if the result¬ 
ing product division requires further subdivision, this may be done on a 
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^ographic basis. Thus, the resulting organization provides sales special* 
ization both in terms of different product lines and geographical differences 
in the market. 

THE DIVISION OF MARKETING STAFF AUTHORITY, Staff people theoretically 
have purely advisory roles with no place in the command structure and 
without the right to give orders, but this clear distinction does not exist 
in practice. The nature of his work gives the staff executive an intimate 
and broad view of line executives’ problems that almost inevitably gives 
him informal authority. Added to this is the fact that staff work is intel¬ 
lectual in character. As one authority expresses it: ‘‘Line administrators 
tend to be conservative, pragmatic, and inclined to make decisions on the 
basis of their experience and accumulated value systems. The staff person 
has his time free to gather data, study, reflect, and c(«nc up with solutions 
arrived at through intellectual processes He is the thinking and planning 
arm of the organization. He must inevitably wield power.” In addition, 
with management relying more and more heavily on processed informa¬ 
tion, the staff authority to advise becomes an authority to .screen—and 
thus to make decisions. 

An important organizational decision for marketing management is the 
division and allocation of staff authority We have described staff work as 
an intellectual process, a process of thought aimed at attaining maximum 
coordination between the various segments of the organization. Pfiffner 
and Sherwood suggest that three basic elements are involved in staff work: 
fact-finding, planning and organizing.^* They use the term organizing in 
a sense closely akin to coordinating. 

The informal authority of staff administrators often extends downward 
in the management hierarchy. As top management recognizes a staff ex¬ 
ecutive as an authority rather than just an advisor in his area of compe¬ 
tence, lower levels of management become aware of recognition by top- 
management. They tend to accept staff recommendations as being backed 
by top-management. The development of such a dual line of command 
creates a more complicated organization structure than that portrayed 
by the line and staff structure.^® 

Exhibit 15.1 shows a fairly typical organization structure for a firm 
organized to treat marketing as a single unifying responsibility. It divides 
the responsibility of marketing management into two broad categories: 
the management of personal selling (the purely line responsibility), and 
marketing services (the staff responsibilities). The subdivisions on the 

23 John M. Pfiifncr and Frank P. Sherwood, Adminiitrative Orffanization (Engle¬ 
wood CliflFs, N.J.; Prentice-Hall, 1960), p. 173. 

24 John M. Pfiffner and Prank P. Sherwood, op. eit., p. 176. 

26 R. Carzo, Jr., "Organizational Realities,” finninezz Horizonz, Vol. 4. Jfo. 1 (Spring 

1961), p. 99. 
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marketing-services side fit fairly well under the three categories of basic 
elements d^ribed above; marketing research is the fact-finding function; 
planning, of course, is planning; and budgets, control and forecasting, as 
well as advertising and promotion, can be classified as organising. 

Staff, or functional, responsibilities are generally concentrated in the 
central marketing office, because many of these activities are similar for 
all products, channels of distribution, and geographic regions. Such cen¬ 
tralisation allows coordination of efforts and a pooling of financial re¬ 
sources so that the best available personnel and equipment can be utilised. 
Without good staff liaison at headquarters, some divisions would make de¬ 
cisions for their own good, rather than for the good of the entire company, 
e.g., long-range research projects might be omitted because of their imme¬ 
diate effect on division profits. A strong central staff will keep division 
executives aware of broad company policies. 

If the marketing structure is very large, it may still be necessary to 
provide assistance in the performance of functions (services) in subsidiary 
offices. In such instances, it must be decided whether (organizationally) 
to place these subsidiary staff executives under the authority of the central 
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(^fice staff executive, or under the local line executive. As in other organ¬ 
isation decisions, the solution rests in compromise between the authority, 
communication, coordination, and human-relations needs of the group. 

To be effective, organization decisions must recognise the existence of 
informal as well as formal structures. Informal structures develop either 
because of a failure to provide for all communication and decision-making 
needs within the formal structure, or because other channels of communi¬ 
cation are easier or more natural for the participants. For example, there 
are two types of functional marketing responsibilities: those that are 
solely the concern of marketing, and those that are the joint concern of 
marketing and one or more other operating divisions, e.g., product plan¬ 
ning, production planning and scheduling, and physical distribution. The 
first type of responsibility can be clearly and easily defined in the organ¬ 
izational structure. The second type of responsibility involves cooperative 
action between divisions and may not even be shown on the organization 
chart of the marketing department. In some instances, it is not formally 
recognized anywhere in the structure of the organization, and simply op¬ 
erates on an informal basis. 

TQE ROLE OF THE PRODUCT MANAGER. The product manager is becoming 
more important in marketing organizations today. Many large multi- 
product firms have found that the division of marketing responsibilities 
along lines similar to these in Exhibit 15.1 have not provided proper atten¬ 
tion to individual products. As already pointed out, many companies di¬ 
vide their selling responsibility along geographic oi market lines. Even 
where the field sales force is divided along product lines, central office staff 
responsibilities (e.g., advertising and promotion) are under a common 
authority. The result, then, is that individuals are not interested in, or 
responsible for, the success or failure of individual products. Thus, there 
is the danger that some products will receive too little or too much pro¬ 
motion, that advertising programs for particular products will not be 
coordinated with sales activities, that changes in consumer needs and 
competitocs’ actions with respect to individual products may go unnoticed. 
The product manager fills this vacuum. He is, in effect, a deputy market¬ 
ing director for a particular product or product line. Although his respon¬ 
sibilities and authority vary considerably in different companies, he is 
normally responsible for the planning, execution, and control of marketing 
activities for his product line. 


Oe/egofion of Docision-Mofcfng AufhorJfy 
With the increasing demands on the time of the modem marketing man¬ 
ager, it has become d^irable to delegate as much authority as possible to 
subordinates. Yet, this is a line of action management is particularly re- 
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luctant to follow. As Koch expresses it, “There are too many managers 
who simply will not trust their subordinates, and who want to keep the 
fun of the game to themselves.” Increasingly, however, lower-ranking 
marketing executives are being granted more decision-making power. In 
a recent overhauling of its mark^ing organization, Mobil Oil Company, 
for instance, granted its regional marketing managers the authority to 
make decisions on service station sites without higher approval Never¬ 
theless, because so many marketing problem situations are non-routine in 
nature, the natural tendency of a great many chief marketing executives 
is to retain the bulk of decision-making power in their own offices. 

Span of Control 

The number of men who can be effectively controlled by a supervisor or 
administrator varies widely in different circumstances. The degree of cen¬ 
tralization or decentralization of decision-making authority in a market¬ 
ing organization, usually described as the span of control, is determined 
by the top marketing executive. His decision may be affected by several 
factors: his evaluation of traditional views, his desire for self-reliance 
among subordinates, and effectiveness of communication. 

THE TRADITIONAL VIEWPOINT. A basic part of the traditional approach 
to organization theory is the concept of a narrow span of control. Accord¬ 
ing to this concept, there is some optimum number of men that can be 
effectively controlled by a supervisor, that most efficient number being 
below the maximum. And, in general, any reduction in span of control is 
considered an improvement. 

One of the most effective critics of the traditional view is Herbert 
Simon,*® who pointed out that no one was able to agree on an ideal num¬ 
ber, since tht; personality of the executive, the geographic dispersion of 
those being supervised, and the nature of the work all affected this num¬ 
ber. There has been very little research conducted to support either the 
traditional view or Simon’s view. Critics of the narrow-span-of-control 
concept base their views on observed inconsistencies and personal obser¬ 
vation of effective administrative situations with very broad spans of 
control. The main criticism of the narrow span of control is the resulting 
proliferation of administrators. For example, in an organization of 300 
salespien, a reduction of the span of control from 30 to 15 would increase 
the number of supervisors from 10 to 20, and, since 20 supervisors would 

Edwni'd G. Koch. "Three Approaches to Organization,” Harvard Bunnest Revietc, 
Mavch-April 1961, p. 162. 

27 Batinam Week, August 15, 1959, p. 70. 

Herbei^ A. Simon, "The Proverbs of Administration,” Public Adminittratian Re- 
rfem. Winter 1946, pp. 53-87. 
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be considered too many for a single sales manager to control, it would be 
necessary to add a layer of two to four district sales managers between 
the sales manager and the sales supervisors. But despite such criticisms, 
the traditional concept still has strong supporters.’* Willingness to accept 
the concept of a broad span of control is related to an administrator’s 
confidence that operations can run smoothly without his constant personal 
supervision. Lack of such confidence implies ineffective control by the 
executive. This point is well illustrated by W. T. Jerome, III: *® 

Where there is an effective system of executive control, the span of control 
can be, and should be, greatly extended. The span can be extended because 
the process of planning, programming, and appraisal if properly conducted 
serves as a self-policing, self-motivating, sort of control. In other words, the 
direction of operations is done more by goals, rather than by an ever-present 
superior. 

RELATION TO DELEGATION OF AUTHORITY. The span of control can be 
broadened markedly if the administrator is willing to delegate consider¬ 
able authority to his subordinates. In fact, for those who consider broader 
delegation a desirable move, a wider span of control is an effective way 
fo insure its achievement. The Sears, Roebuck and Company organization 
has been cited as a working example of such a policy: 

In an organization with as few supervisory levels as Sears, it is obvious that 
most key executives have so many subordinates reporting to them that they 
simply cannot exercise too close supervision over their activities. By this 
means, substantial decentralization of administrative processes is practically 
guaranteed. 

The operating policy of J. C. Penney Company, before its incorporation 
in 1913, offers a more striking example of a broad span of control and 
resulting delegation of authority. Each of the 34 stores in the chain was 
operated as a partnership between Mr. Penney and a store manager. Mr. 
Penney established common operating policies and provided the coordina¬ 
tion, but each store manager had a large amount of local autonomy.** 
This system worked so well that it was retained as an important feature 
of Penney organization -even after the company grew into one of the 
country’s largest business enterprises. 

29 For a carefully documented defense of the narrow span of control, see; Lyndall F. 
Urwick, “The Span of Control—Some Facts about the Fables," Advanced ifanage- 
ment, November 1956, pp. 5-18. 

SOW. T. Jerome, III, Executive Control—The Caielptt (New York: John Wiley & 
Sons, 1961), pp. 129-130. 

81 James C. Worthy, “Factors Influencing Employee Morale," Harvard Bueineee Re¬ 
view, January 1950, pp. 61-73. 

82Norman Beasley, JfaiN Street Merchant (New York: Bantam Books, 1950),-pp. 
60-76. 
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OOMMUNICATION AND SPAN OF coNTBOL. The need for constant conunu- 
nioation between the superior and subordinates is often mentioned as a 
reason for needing a narrow span of control. It should be expected, then, 
that improvements in communication will permit a broader span of con¬ 
trol. Electronic data processing can often provide the executive with more 
complete and accurate information than can his subordinates through 
personal communication. In effect, this should widen the executive’s 
reach.’* The need for middle levels of executives to receive, interpret, and 
transmit information is likely to be greatly reduced as electronic systems 
of processing information come into more widespread use. 

Integrattl Decisions 

Under committee management, decisions are made by a group of execu¬ 
tives instead of by a single member of the organization. The proponents 
of this system believe that if it is approached creatively, and not just as 
a means of compromise, better decisions will result. One of the most suc¬ 
cessful examples of committee management is the executive committee at 
du Pont, which operates as a policy-making and review group above the 
10 manufacturing and 14 staff departments.’* The committee was set up 
to take care of the needs arising out of a broad program of product diver¬ 
sification. According to the members of the executive committee, some of 
the advantages of this system are these: less likely to go to extremes; 
better chance of coming up with a sound answer; benefit of diversified 
decisions; greater objectivity in decision-making. 

Committee management is a controversial subject, and strong argu¬ 
ments have been proposed against it as well as for it. One writer considers 
it acceptable only on a temporary basis to “shore up deteriorating middle- 
management quality.” In his opinion, in the long run committee manage¬ 
ment makes it difficult for junior executives to make decisions on their 
own and for top management to review their decision-making ability; it 
removes the risk of poor decisions from the executives’ shoulders; it may 
lose its effectiveness because of domination by one or two strong execu¬ 
tives ; and it slows down the decision-making process.” 

The strong need for coordination in the management of marketing 
makes committee management seem promising for certain types of broad 


M Stahrl BdmundB, "The Reach of an Executive,” Harvard Buainvss Reviate, Janu- 
arr-Februarjr 1959, pp. S7-99. 

94 William H. Mylander, ‘'Management by Executive C!ommittee," 8Hece$$fu1 Pat4em$ 
for Baeeutive Action, Excerpta edited from the Harvard Bu$inoa$ Review, 1962, pp. 
67<64. 

as Avch Patton, “Old-Faahioned Initiative for Modern Enterprise,” Sueeeuful Pat- 
torn* fO’ Eitreutive Action, excerpta edited from the Harvard Buiineu Review, 1962, 

pp, 106-i06. 
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marketing decisions. Each marketing manager must decide for himself 
whether this organizational device can be useful to him. Dale has laid 
down three requirements for successful decision-making by committee: 
“homogeneity of outlook (toward the goals of their firm), egalitarian 
status, and heterogeneity of ability.”*® These requirements would nor¬ 
mally be met in a group of top marketing executives. Some of the criti* 
cism leveled against committee management has been because of its mis¬ 
use—that is, its use in decision areas w-here it is not apprq;>riate. James 
Adams points out that creativity is one of these areas.®'^ 

I have never had any objection to group thinking and planning. Ihe more 
information and the more viewpoints that can be brought to bear on a 
problem, the better for everyone w’ho is to have a hand in the solution. But 
it is my honest opinion that a committee can't create an advertisement or 
intelligently criticize one. Creativity’is an individual business. 


CONCLUSION 

The concept of marketing organization should he a dynamic one. 
The development of the ideal marketing organizational structure 
is a job that is never finished. An organization that is satisfactory 
today may be inadequate tomorrow because of changes in the 
marketing task. The markets themselves change as the result of 
changes in income, shifts of population, changes in buying prefer¬ 
ences, and so on. The channels of distribution change with the 
evolution of new types of middlemen and the decline of others. 
Products and product lines are continually being modified to adapt 
to the changing needs and desires of the consumer or user. A 
change in any one of these factors can reduce the effectiveness of 
an organizational structure, and since all of these factors are in 
a constant state of change, the need for regular reappraisal of the 
organizational structure is inevitable. 

Changes in personnel may also require modification of the or¬ 
ganizational structure. The purpose of an organization is to make 
optimum use of the talents of its personnel by identifying and 
defining responsibilities and making the best possible assignment 
for each staff member. An effective organization plan is tailored 
to the individuals involved. Thus, important staff changes often 
require a re-evaluation of the structure of organization and a 
realignment of responsibilities. 

M Ernest Dale. Planning and Developing the Organization Structure, Research Re* 
port Number 20, New York, American Management Aasociation, 4952, p. 28. 

87 James R. Adama, Sparks Off My Anvil (New York: Haiper &, Brothers, 1953), 
pp. 46-48.. 
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9UISTIONS AND PROIUMS 

1. Can you support the statement that salesmen are more likely 
to have the authority and opportunity to make decisions than 
other employees of the company at a comparable organiza¬ 
tional level? 

2. Is the undemocratic bias of traditional organization theory a 
legitimate basis for criticism? Why shouldn’t a business or¬ 
ganization be operated autocratically in a capitalistic society? 

3. Dom the marketing concept require an increasingly impor¬ 
tant role for the marketing executive in the business organ¬ 
ization? Would it change the relationships between market¬ 
ing, production, and control? 

4. How should marketing control responsibilities be divided be¬ 
tween the chief marketing executive and the controller? 

6. Which type of responsibility, staff (e.g., product manager or 
marketing research manager) or line (e.g., sales manager), is 
likely to give the best preparation for the new job of chief 
marketing executive? 

6. What is your reaction to the statement that staff executives 
represent the thinking arm of the organization and line ex¬ 
ecutives tend to react more automatically on the basis of 
experience? 

7. Would it be proper to say that line marketing responsibilities 
and authority are described in the formal organization and 
that staff responsibilities are described in the formal organ¬ 
ization, but staff authority is a part of the informal organiza¬ 
tion? Which kind of authority may be more important? 

8. It has been said that the use of product managers results in 
conflicting demands on the time of salesmen and excessive 
intra-company product competition. Comment. 

9. When the span of control of an executive is increased, his 
subordinates have more independence and authority. What 
is likely to be the resulting effect on coordination and co¬ 
operation? 

10, Improved communication between the home office and field 
salesmen should eliminate the need for district sales managers 
and supervisors. Comment. 

11. The almost continuous change in the organizational structure 
of many marketing organizations has been explained as re¬ 
sulting from the dynamic character of marketing. Is this 
only a rationalization? 
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12. Where do you think the responsibility for product planning 
and development should be placed in the organization in re¬ 
lationship to marketing responsibilities? 

13. Does it really make sense to establish separate sales forces to 
sell the same product to two different markets since a sales¬ 
man who know’s his product should be able to sell it to 
anyone? Explain. 

14. "A man with ten bosses has no boss. Similarly, when deci¬ 
sions are made by a committee, there is no single individual 
responsible, so the decisions tend to be made irresponsibly.” 
Comment, 



THE 

PRODUCT 

16 


All product policies and decisions are directed toward a 
common goal—anticipation of the consumer’s or user’s 
needs and incoiporation of these needs in the products 
offered for sale. Attainment of this goal requires that 
clear and concise product objectives be set to determine 
the direction of policies and decisions. Product objectives 
direct preduct planning down certain channels related to 
the company’s distribution, t3rpe of sellidg, product scope, 
equipment utilisation, and capital limitations. For ex¬ 
ample, if an objective of management is to increase utili¬ 
sation of the existing salesforce, its decisions on product- 
line additions will be restricted to products that can be 
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sold through their (resent channels of distribution. Product objectives set 
the ground rules under which management sets product policies and makes 
product decisions 

The dynamic quality of today’s markets has made re«evaiuation of 
product policy and product decisions a continuous activity instead of a 
periodic, part-time responsibility. The increasingly important organisa¬ 
tional status given to product planning and development is a reflection of 
this condition. Product policies and decisions fall under four main head¬ 
ings; composition of the product line; selection of standards of perform¬ 
ance with respect to specifications, quality, and services; packaging; and 
branding. 

THi raODUCT UNI 

Product Lino Changes in Today*s Market 
Throughout American business today, there is continuous development of 
new products, improvement of existing products, and an accelerating rate 
of product change. A recent Dun & Bradstreet survey of 760 manufac¬ 
turers revealed that nearly a third of them considered new products their 
greatest single profit opportunity for the foreseeable future. And market¬ 
ing experts generally seem to agree that the pace of new product introduc¬ 
tion is likely to continue increasing. Even in the IflSO’s, there was remark¬ 
able product innovation in many industries—for example, 70 per cent of 
Procter & Gamble's sales volume in 1960 came from products introduced 
since the end of World War II.^ 

Although product change is evident in all industries, the rate of change 
varies widely. For example, the home sewing machine was invented in 
1750, but the American market for it is still not nearly saturated—in 
1960 there were sewing machines in only a little more than half of all U.S. 
households. Yet, television approached market saturation just ten years 
after its commercial introduction. Although few industries have experi¬ 
enced as rapid change as electronics, most of them are going through 
essentially the same process of product change. Most companies face the 
inevitable choice of product improvement and innovation or of gradually 
fading from the market. Such was the fate of most of the wagon and 
buggy manufacturers whose market gradually disappeared as the auto¬ 
mobile replaced the horse. Yet, Studebaker, a wagon manufacturer, recog¬ 
nized the need for change and successfully shifted to the manufacture of 
automobiles, and more recently to other products as well. 

REASONS TOR PRODUCT CHANGES. Is product change on such a vast scale 
necessary, or does it merely represent an attempt to artificially differ¬ 
entiate new products from old ones and from the products of competi- 

1 Dun’* Review and Uoderu Induntry, January 1961, p. 79. 



414 ABEAS OF DECISION 


tors? Many product changes may result from manufacturers’ attempts 
to increase the rates of natural obsolescence so as to increase the demand 
in saturated markets. But, there are a number of other factors beyond 
the control of the manufacturer that make it necessary for him to up¬ 
date his products. 

Changes in the market have made existing products and product lines 
inadequate. The increase in market segmentation—i.e., the subdivision 
of large markets into submarkets with unique needs—has decreased the 
likelihood that a single product can satisfy all consumers. The sophisti¬ 
cated modern buyer wants to feel that a product is tailored to his own 
needs and not to a mass market. 

Changes in technology have broadened the markets for old products 
and made possible the creation of entirely new products. The transistor, 
which has replaced the vacuum tube in many appliances, is a case in 
point. It does not do anything that the vacuum tube did not already do, 
but because of its smaller size and weight, greater durability, and lower 
power consumption, it has brought about change in a Variety of elec¬ 
tronic products. Existing products, such as portable radios, received a 
big boost, and entirely new products became possible. Industry is spend ¬ 
ing vast sums of money on technical research today, and at an expanding 
rate, so technological change should continue to increase in importance 
as a cause of product change. 

Profitless price competition provides another reason for introducing 
new products. When first introduced on the market, most durable goods 
that succeed in the market go through a normal curve of growth and 
decline in sales volume, as illustrated in Figure 16.1. The profit curve 
superifiiposed on the same chart reaches a stage of maturity and decline 
long before the maximum sales volume has been reached, because the 
entrance of competition into the field drives prices and profits down. 
Ultimately a point is reached where profits may almost or even com¬ 
pletely disappear, even though sales volume is still very high. Companies 
with high overhead costs reach this unprofitable point soonest, because 
even a small reducti<m in volume drops them below the break-even 
point. Thus- the firms spending the most for research find themselves 
having to continually develop new products to offset the declining profits 
on existing products. Consumer nondurable goods do not follow a sales 
life cycle. Since they are consumed rapidly, there is a continuing repur¬ 
chase market. However, markets of nondurables reach saturation when 
there is no further opportunity to increase annual sales. Under conditions 
of market saturation there is a tendency toward the same type of* profit¬ 
less price competition described for durable goods.* 

2 For a description of market penetration and saturation for nondurable products 
see: Louis A. Fort and Joseph W. Woodlock, “Early Pretliction of Market Success 
for New Gi-ocery Products,” Journal of Marketing. Vol. 25, No. 2 (October -1960), 
pp. 31-38. 
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Source: MHirntrenient Research Departitieiif, Booz, Allen & Hiimilton, Unnagemrnt of Jirw 
Prodvc^H, lt»60, p. 6 


A number of other reasons for introducing new products may or may 
not apply in any given firm. A company may dev'cloj) new products to 
utilize the basic materials it is already making, or to utilize the waste 
or scrappage from present production. It may seek new products to even 
out sales fluctuations resulting from seasonal or cyclical factors, such as 
a line of water skis to balance out sales of snow skis. Similarly, it may 
seek new [)roducts to counteract the influences of highly erratic buying 
behavior by government buyers. A full line may be developed to make 
optimum use of distribution and production capacity and skills when 
they are npt being used to capacity. In some instances, companies, as a 
result of mergers, acquire new products for purely financial and income 
tax reasons. 


Inhwnt Dangers 

Many new product ideas are rejected as probable failures early in the 
development stage, and at a relatively small cost. But many new products 
actually reach the market before they are proven unsuccessful, and there 
is evidence that nearly half of new products put on the market never 
earn a profit.® The financial loss in such instances is very high. In a sense, 

S Management of A'ei® Produete. Unpiibli»<h«l resesrch by Boo/, Allen & Hamilton, 
1960. 
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this cost falls most heavily on the companies that can least afford it since 
a larger proportion of the new products introduced by small ccnnpanies 
fail to achieve profitable sales volume than do those of lai^e compa> 
nies. A primary reason for this difference is the superior organisataon 
and administration of product development in large companies. 

AhertHithf Product Lino Poiieios 

Changes in the product or product line fall under three main cate¬ 
gories: improvements in existing products, additions to the line of prod¬ 
ucts, and deletions from the line of products. The introduction of a new 
model to replace an old model is an example of the first kind of product 
change. Scrambled product diversification (the addition of a product 
totally unrelated to the line), related product diversification (introduc¬ 
tion of new products to provide a fuller product line), and similar brand 
multiplication (introduction of like products under different brands) 
are examples of additions to the line."* Simplification of the line by reduc¬ 
ing the variety of models is an example of deletions in the product line. 

INTRODUCTION OF IMPROVED MODELS. The successful producer is con¬ 
stantly striving to improve his products in order to improve his com¬ 
petitive position. The search for improvements in existing products is 
usually the most important responsibility of his research and develop¬ 
ment staff. To the extent that his research is successful in producing im¬ 
proved products, he improves his ability to capture a larger share of the 
total market. 

Product improvement also provides a means of increasing the rate of 
obsolescence. This is most important in mature industries that have ap¬ 
proached saturation of their markets. In such industries, a manufacturer 
is competing not only with other manufacturers in his industry, but with 
the products he and his competitors have already sold. If he depends 
solely on physical obsolescence, gradual wear, and deterioration, his fu¬ 
ture market is very limited. However, he can make existing products 
obsolete in two ways: by improving the performance characteristics of 
his product, and by changing the consumer’s concepts of the accept¬ 
ability of existing products. The introduction of automatic transmissions 
by the automobile industry is an example of the first type of created 
obsolescence, and the annual change in automobile body styling is an 
example of tlie second. Both forms of activity are normally described by 
the term planned obsolescence. 

Planned obsolescence is a highly controversial topic. It is considered 


■* Taylor W. Meloan, ‘‘Plnn Product! for Future Growth,” HorisoMt, Vol. 1, 

No. :i (Siiiiimer 10.181. p. 6.‘). 
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economically wasteful by economists such as John K. Galbraith and 
popular writers such as Vance Packard.® Many business executives also 
oppose planned obsolescence, calling it “wasteful” and “contrary to the 
best interests of the country.” The Printers’ Ink executive panel voted 
two to one against planned obsolescence for this reason.* Yet, other writers 
and businessmen defended it as a necessary support to our hi^-level 
economy. Many industries in the United States would falter if planned 
obsolescence were suddenly eliminated. The ladies’ garment industry 
might just as well shut down, and the automobile industry might be in 
almost as bad straits.'^ Supporters of planned obsolescence also point out 
that the criticisms are based on the moral judgment that a desire for the 
latest thing is wrong for society. 

But plamied obsolescence is not only controversial from the social 
viewpoint. Although it increases the potential market for producers and 
middlemen, it intensifies the problems of each. Each new model change 
results in high costs for new tooling and production shutdowns, as well 
as increased risk of poor ..consumer acceptance. Each change presents 
the middleman with the problem of liquidating old stock. Planned ob¬ 
solescence should also be examined from the consumer point of view. 
To the consumer, creation of obsolescence through product improvement 
is generally acceptable, but changes in standards of acceptability of 
appearance are more controversial. Yet, fashion is not the creation of 
marketers. It has been a part of the western culture for many centuries, 
long before the coming of sales and advertising executives. 

Although planned obsolescence is a fact of life for many producers 
today, and a regular part of their product policy, the regularity and fre¬ 
quency of product change varies among industries and individual con¬ 
cerns. Some producers prefer to change their products only when signifi¬ 
cant improvements justify the action. Others introduce new models on 
a regular, periodic basis, even though the changes may be superficial. 
The choice of these two alternatives usually depends on the practices 
of the industry, but not always. In competing in an industry as strongly 
committed to annual model changes as the American automobile industry, 
the Volkswagen has been marketed successfully under a policy of chang¬ 
ing the product only when technological improvements justify it. 

ADDITIONS TO THE PRODUCT LINE. Many product line additions r«iult 
from some promising new product idea. Where do such ideas come from? 

8The riewa of them two critics of planned obsolescence are presented in; John K. 

Galbraith, The A^htent Socieip (Boston: Houghtoo-Mifflin. 1958); and Vance Pack¬ 
ard, The Watte Makera (New York: D. McKay Co., 1960). 

• "Planned Obsolescence—Is it Wrong, Is There a Better Way?”, Priaiera' Ink. May 

26. 1961, p. 24. 

T Ihii., p. 31. 
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A company’s own research and development work may produce some 
ideas, taking its direction from customer requirements or needs dis¬ 
covered through marketing research. Some companies, such as Eastman 
and du Pont, carry on programs of basic research and come up with 
products that were not specifically sought. Others get ideas from brain¬ 
storming sessions of management and other personnel, and from sug¬ 
gestions of salesmen, production people, engineers, and others. Still other 
ideas come from outside sources, both solicited and unsolicited.** 

If the proposed product seems to have a potentially profitable market, 
careful consideration is given to adding it to the line. If it can be sold 
through the existing marketing organization, and will not require too 
large an investment in new productive facilities, the chances may be 
good of adding it to the line. Otherwise, the prospect of success must 
be very high to justify investment in new marketing channels or pro¬ 
duction facilities. A factor that may be important in determining the 
success of a new product is the appeal it is expected to make. In addi¬ 
tion, if a product lies too far outside the experience of company man¬ 
agement, the probable drain on executive time may be deemed too high. 
Some elements of newness are easily understood and readily accepted 
by consumers and aid speedy introduction of the product. Included in 
this category are aspects of the product that make familiar patterns of 
life easier, cheaper, and otherwise more pleasant. But other product as- 
p(‘Cts require new patterns of life, new habits, the understanding of new 
ideas or viewpoints, acquisition of new tastes, and acceptance of things 
that are diflBcult to believe. When products incorporate such new ideas, 
a maximum of marketing effort is required to overcome the reluctance 
to accept the new ideas.® It is sometimes necessary to add new products 
to a line even though their potential direct contribution to profit appears 
to be small, because of the desire to offer a complete product line. When 
consumers prefer to buy from those manufacturers’ lines that offer a 
complete range of selection, the increase in profits on the more popular 
items in the line may more than compensate for the losses on other 
products. 

Diversification of risk offers another reason for the addition of new 
products. The threat of obsolescence hangs over the most stable prod¬ 
ucts: the buggy was replaced by the automobile, and even the once stable 
fountain pen has been badly hurt by the ball point pen. The greater the 
variety of products produced by a firm, the smaller the relative contribu- 

S R|il>l>ard R. Still and Edward W. Cundiff, Safes ifanagement: Decisions, Policies, 

and Cases (Englewood Cliffa, N.J.; Prentice'EtUl. 1958). p. 381. 

• Cheater R. Wasson. “What Is ‘New' about a New Product?" Journal of Marheiing, 

Vol. 25. No. 1 (July 1980), p. 56. 
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tion of each to profits, and. thus, the smaller the relative impact of its 
disappearance from the market. 

PBODUCT UNE SIMPLIFICATION. Reduction in the number of products 
and models in a product line offers an excellent opportunity for cost 
reduction since product multiplicity results in high inventory and selling 
costs for retailers and wholesalers, and dilutes the impact of the pro¬ 
motional budget. Marketing men generally favor offering a broad va¬ 
riety of models of their products, because this simplifies their problem 
of satisfying the widely varying needs of their market. Production men, 
however, like to keep product lines simple, since this keeps production 
cost down and makes their job easier. Henry Ford’s Model T exemplified 
the production viewpoint since it offered practically no variety of selec¬ 
tion or choice. But in the competition for today’s markets, manufac¬ 
turers have been forced to offer greater and greater variety in their lines; 
the increasing sophistication of the consumer, and the division of the 
market into segments, have contributed to this multiplicity of products. 
However, this trend must stop somewhere, or it will, in effect, lead to 
custom production—with its inefficiency and high costs. Simplification 
should always be an objective of the product manager or merchandiser. 

Product Line Decisions 

In our dynamic business environment today, the most important prod¬ 
uct line decisions are those relating to the acceptance of and preparation 
for change: the introduction of new products and the abandonment of 
existing products. Decisions are also necessary on selection of market 
segments; variety of models, colors, and sizes; desired share-of-the-mar- 
ket; and product line expansion. 

ADJUSTMENT TO CHANGES IN MARKETS AND PRODUCTS. Changes ifl the 
market, whether long-range or short-range, require management deci¬ 
sions on when to enter and when to leave the market. A manufacturer 
who pioneers in introducing a new product assumes the high costs of 
helping to create a primary demand, in addition to research and devel¬ 
opment costs. Against this he must balance the short-run opportunity 
for an extra-high gross margin and the opportunity to get ahead of com¬ 
petitors, to determine whether such action is potentially profitable. 

Virtually every product is capable of being improved in some func¬ 
tional aspect anci, of course, products can also be “improved” through 
design and packaging innovations. In considering whether to go ahead 
with such improvements, management should compare the likely addi¬ 
tion to marginal revenue against the associated additions to cost. If 
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probftble marginal revenue exceeds the marginal costs involved, man- 
agemcmt should go ahead with the product improvement. II, however, 
costs exceed the expected revenue, the matter should probably be set 
aside for reconsideration at a later time. In estimating mar^al rev¬ 
enues and marginal costs, management should certainly make use of 
information gathered through research. Resem-ch can be directed, for 
example, to determine, for a product ekws, relative sensitivity of con- 
summ* response to different types of innovation ranging from major 
functional change to minor design change.'*' 

Product innovation will ordinarily follow a series of steps from the 
origination of the new product idea to market introduction and evalua¬ 
tion. One summary of this developmental process includes seven steps: 
(1) The idea; (2) rough estimate of the market; (3) formulation of the 
product design; (4) development of the marketing strategy (including 
selection of brand name, channels of distribution, and selling strategy); 
(5) test marketing; (6) full-scale market introduction; and (7) follow-up 
evaluation." The high cost of product development and introduction 
makes it important to discard unpromising ideas as early as possible in 
the development process. For this reason, it is important to provide for 
formal screening of product ideas after each of the development stages. 
At certain stages this screening may be only a rough analysis of the 
facts; at other stages it may involve highly objective evaluation. But 
at all stages a conscious decision is required—^to continue or to cancel. 

Each new product should be subjected to exhaustive evaluation before 
spending the large sums of money necessary to tool up for production 
and to develop a new market. Several approaches have been suggested 
to increase the precision of such an evaluation by quantifying the analy¬ 
sis, one making use of the evaluation matrix described below.'* This 
matrix is designed to measure profitability and success, and it involves 
a two-part analysis. The first step involves ranking and weighing vari¬ 
ous spheres of company activity. These activities are shown in the matrix, 
Figure 16.2 (below), and they represent the spheres in which successful 
performance is a function of the extent and nature of company capa¬ 
bilities. The weights assigned to each sphere are shown in column “A” of 
the matrix. The second step shows the degree to which the product is 
compatible with each of these spheres by assigning to each a value from 

10 L. L. Howell, “Planned Innovation aa a Marketing Tool/’ Colt/erata JCanagement 
Jtevieic, Vol. 4, No. 4 (Summer 1962), p. 69. 

11 Edmund W. J. Faiaon, “The Application of Rewaroh to Product Development,'” 
ButiMU Morigoiu, Special laeue on the Firet International Seminar on Marketing 
Management (February 1961), pp. 37*38. 

13 Barry M. Richman, "A Bating Scale for Product Innovation,” Butinett JEToriaoM, 
Tol. 6, No. 2 (Summer 1962), pp. 37*44. 
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0 to 1X> as shown in eolumn "B/’ A product that fitted company needs 
and objectives perfectly would receive a final score of 1.0. The product 
evaluated in the matrix in Figure 16.2 received a score of only .720—in 
the “fair” range. With an objective basis for product evaluation, such 
as this,” a cutting, or minimum-acceptance, score can, on the basis of 
experience, be established to provide a basis for automatic rejection of 
the more unpromising ideas. In addition, it provides a basis for selecting 
the most promising idea from among several, when limited resources 
make it impossible to exploit more than one new product. 
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VoL S, No. 2 (Summer 1062), p. 48. 


Once the decision has been made to add a new product, timing be¬ 
comes critical. Ideally, a producer would take the time to perfect his 
new product and his marketing plans before entering the market. Care¬ 
ful market analysis would allow him to fit the product perfectly to 
consumers’ tastes and needs, and to develop a marketing mix with the 
best price, the best channels of distribution, and the best promotional 
program. But a producer may not have the time for such careful plan¬ 
ning. The firm whose product is first on the market may gain certain 
advantages, and it may take a very powerful marketing program to over¬ 
come such an initial edge. Because of such a threat, management may 


18 For a deaeription of a aomewhat niore complex evaluation procedure aee: John T. 
O'Meara. Jr.. "Selecting Profitable Producta," Harvard BvHneu Ravine, Vol. 39, 
No. 1 (JanuarjT'Febrttary IfiSl), pp. 83-89. 



422 AREAS OF DECISION 


be strongly tempted to enter the market too qpickly. A careful consider¬ 
ation of all pertinent factors will increase the chances that the decision 
to enter the market will be early enough, but not too early,” 

Another factor affecting the decision to introduce a new product is 
the possibility of strong price competition. The extent to which price 
competition will develop in the market for an established product de¬ 
pends on consumers’ replacement rates and the extent to which competing 
products can be differentiated to the consumer. The decision to introduce 
a new brand of a consumer convenience good such as soap would be based 
primarily on management’s assessment of its opportunity to differentiate 
its product, and access to financial resources sufficient to carry on a 
program of demand creation for its brand. The decision to manufacture 
a product such as transistors, after the initial phase of market expansion, 
would depend on management’s assessment of its ability to compete 
profitably on a price basis. 

The decision to abandon a product (or an entire line) often results 
from changes in the market. Market saturation may cause a producer 
with high overhead costs (e.g., research and development costs) to stop 
producing an item that becomes unprofitable because of price competi¬ 
tion. Products may also be abandoned, even though still profitable, il 
management believes that the same resources could yield a higher profit 
from other products. 

Many product line decisions result from product obsolescence, which 
may come about naturally as a result of the development of new or im¬ 
proved products, or as the result of a predetermined policy. Natural ob¬ 
solescence requires decisions both on the abandonment of products and 
the addition of new products to replace them so as to protect sales volume 
and profits. The decision on whether to produce a new product is only a 
part of the problem; timing is also important. When ball point pens were 
first introduced, manufacturers of fountain pens were faced not only 
with the problem of whether or not to make ball point pens, but when 
such action should be taken. They had no way of knowing at the time 
that this new pen would almost eliminate the fountain pen. Ideally, they 
would want to introduce the new product in time to compensate for any 
expected loss in sales volume on fountain pens. Quantification of such 
a decision is nearly impossible because of the necessity of forecasting 
consumer reaction to an unknown and untried product. 

Another product line policy requiring management decisions is the 
creation of obsolescence through a program of regular model changes. 
The* decision to adopt a policy of planned obsolescence will generally 

Seven factors affecting the time of entering the market are listed and discussed in: 
Robert E. Weigand, “How Extensive the Planning and Development Program," Jour¬ 
nal of Marketing, Vol. 26, No. 3 (July 1962), pp. 55-57. 
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depend on industry practice, although in some industries where the policy 
on this matter is fairly uniform, individual firms (e.g., Volkswagen in 
the auto industry) have managed to operate profitably under a contrary 
policy. Additional problems in this regard involve decisions on the fre¬ 
quency of model changes, and on timing the introduction of new models. 
Such decisions should be based largely on estimates of comparative pro¬ 
duction and distribution costs and comparative sales volume potentials, 
but they have to be modified by such intangible considerations as dealer 
morale and profits, sales force motivation, and public relations in general. 
In fact, even the possible reactions of labor unions must be taken into 
account in setting the dates for introducing new products, inasmuch as 
union leaders sometimes think of these dates as strategically ideal for 
delivering decisively timed blows against producers.*® 

SELECTION OF MARKET SEGMENTS. Since a single product is rarely able 
to fill the needs of all segments of the market, the logical product-line 
policy is to select the segment (or segments) offering the largest potential 
return, and to produce a product (or products) to satisfy the needs of 
these segments. The important elements in such a decision are fairly 
objective, and we may express it in terms of a formula, as follows: 

(SxBxP)-C = N 

where, S is the size of the market segment 

B is the buying potential per consumer 
P is the projected share of the market 
C is the differential (or special) cost of reaching the segments 
N is the differential (or extra) profit. 

The projected share-of-the-market and the differential cost of reach¬ 
ing the market segment are interrelated since cost can be affected by 
the share sought. For instance, as a company seeks to expand its market 
share from 40 to 60 per cent, the costs of capturing this additional 20 
per cent of the market are proportionally greater than those incurred 
by the same company in expanding its market share from 20 to 40 per 
cent. This may have been the sort of reasoning that led the Coca Cola 
Company to seek a share of the lin^e-lemon drink market through the 
introduction of Sprite, rather than trying to increase its already large 
share-of-the-market for cola drinks. 

VARIETY OP MODELS, COLORS, AND SIZES. Increasing the variety of se¬ 
lection by adding models, colors, and sizes increases the size of the market 

13 T. L. Berg, ‘Union Inroads in Marketing Decisions,” Harvard Ba»ine$t Review, 

Vol. 40. No. 4 (July-August 1062), p. 08. 
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that can be potentially satisfied. But it also increases production and 
marketing costs. Production costs are increased because of shorter pro¬ 
duction runs and more complex scheduling; marketing costs are in¬ 
creased through higher inventory costs and reduction of turnover at all 
levels of distribution. Decisions as to the variety of selection should be 
based upon an incremental profit analysis. The estimated increase in 
costs, both production and marketing, should be compared with expected 
increases in sales volume to determine whether the proposed change will 
increase or decrease profits. The aim in each instance should be to achieve 
the optimum variety of models, colors, and sizes, whether this would be 
achieved by simplification of the line, or by additions to it. ■* 

PHODUCT LINE EXPANSION POLICIES AND DECISIONS. When, in the minds 
of consumers or users, several products arc classified as a related group 
or line, management must decide whether or not to produce a complete 
line. Such is the case with kitchen and laundry appliances. Consumers 
seek these items in the same types of retail outlets, and are sometimes 
looking for more than one appliance at the same time. The individual 
manufacturer’s decision to manufacture only one kind of appliance, or 
to manufacture a complete line of appliances, should result from an eval¬ 
uation of a number of factors. First, he must be financially able to add 
new products. Second, he should analyze the probable effect (of adding 
to the line) on the profits on his existing products. If he finds that a large 
number of consumers prefer to buy matching appliances, a more com¬ 
plete line will increase the potential sales volume of his present products. 
At the same time, as he broadens his line, the marketing costs per cate¬ 
gory of products should be reduced, since little more promotion or selling 
effort may be required to sell the line than to sell a single appliance. 
Against these potential gains must be balanced the probability of suc¬ 
cess for the new products. Does the company have the production, en¬ 
gineering, and general management “know how” to develop and produce 
new products as good as its present products? Third, management must 
evaluate the effect of the new products on the reputation of established 
products. If consumers consider a new product inferior to the products 
already in the line, it is possible for the reputation of the entire line to 
be damaged. 

Another method of product line expansion is diversification into un¬ 
related product categories to provide a hedge against short-term or long¬ 
term changes in the demand for present products. Although such deci¬ 
sions may involve entry into entirely new lines of business, it is often 
possible to utilize at least part of existing talent and resources. New 
products may be selected to utilize the marketing channel and organi¬ 
zational structure. Careful analysis of production and distribution costs 
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and management resources in each area should help to reveal the more 
promising direction for product diversification.^* 

The case of the Warner and Swasey Ck>mpany shows how one industrial 
goods company pursued a product diversification program. This firm 
was, up to the end erf World War 11, an old and well-established maker 
of turret lathes. The productive capacity of the firm was greatly ex¬ 
panded during the war, and management set up a postwar planning com¬ 
mittee in 1943 to study product areas (allied to machine tools) which 
the company might enter. The search for new products was confined to 
those that could be sold directly to industrial users by the existing sales 
force. In addition, the committee used three criteria to help guide their 
selections of new products: (1) the product should be one to which 
company facilities, experience, and workmanship would be readily adapt¬ 
able; (2) the product had to be one which would require and readily 
emphasise engineering skill, excellence of design, and accuracy of manu¬ 
facture; and (3) the product should, if possible, assist in smoothing out 
the violent economic cycles so typical of the machine tool industry. Ap¬ 
plying these criteria led to expansion into a broad line of machine tools 
and diversification into the field of tfextile machinery. By 1968, approxi¬ 
mately 65 per cent of Warner and Swasey’s sales came from products 
not in existence just twelve years earlier, that is, just after the war.^^ 

STANDAIOS OP PIIPOXMANCI AND SIIVICI 

Since it is essential both to mass production and mass distribution, 
standardisation of products and services has become an integral part of 
modem business. It provides the consistency and predictability in prod¬ 
uct performance that is essential to brand differentiation. Consumer brand 
loyalty is based on the expectation that each article sold under a par¬ 
ticular brand name will be like ail others with the same brand name. 
Thus, marketers are not seriously concerned with whether or not to es¬ 
tablish standards, but rather with what aspects of products and services 
to standardise, afid what standards to establish. Important management 
decisions on standards policy include product specifications, product qual¬ 
ity, and product service. 


Product Sp0cHieaUon$ 

Product sise is usually the result of a marketing decision, and the mar¬ 
keting expert is best qualified to decide the optimum sise of such prod- 

16 For an interesting discussion of a sophisticated method suggested for use in decid* 
ing among alternative diveraiftcation possibilities, see: H. I. Aneoff, “Strategies for 
Diversification/' Harvard Bu$inat» R^eu>, Vol. 36, Ko. 6 (SeptemberoOetober IfN?). 
pp. 113-124. 

ITR. A. Kelbr, “The 'Unimportant' New Line that Remade Warner and Swasey," 
Seise Mama^ement, October 2, 11160, pp. 87-88. 



426 AREAS OF DECISION 


nets as brooms, towels, or even sticks of gum. For many products, the 
unit size has been firmly established by custom, but even here considera¬ 
tion may profitably be given to changes in size, or to the addition of 
new sizes. 

Several factoi’s enter into the determination of product size. Most im¬ 
portant is consumer needs. Thus, when aspirin was first put on the mar¬ 
ket, tablet size was necessarily based on consideration of normal dosages, 
minimum dosages, and a size small enough to achieve these dosages 
wnth multiples of a single tablet. Subsequently, when competitive firms 
entered the market for aspirin, tablet size had in effect become stand¬ 
ardized, so no attempt was made to change it. The determination of 
consumer needs with respect to product size requires the evaluation and 
weighting of a number of variables. Each of the variables which help to 
create market segmentation may affect the size requirements for certain 
products. For example, when baby aspirin was introduced (to reach that 
age segment of the market), it was deemed advisable to introduce a 
smaller size of tablet. Even with a product such as aspirin, which ap¬ 
peals equally to many market segments, the task of determining product 
size will provide different answers under different conditions, as illus 
trated by French aspirin. French aspirin manufacturers, approaching this 
problem of tablet size independently, developed aspirin tablets consid¬ 
erably larger than American manufacturers. Yet, in this instance, con¬ 
sumer needs vary little if at all between the French and American 
markets. 

Size range and variation will be affected by inventory costs and stock- 
curn, both for middlemen and for the manufacturer. This is particularly 
true with products such as clothing, where the range of sizes is large. 
Although the needs of consumers may dictate a very large range of sizes, 
the costs of maintaining inventories of the more extreme sizes, and the 
low stockturn on such sizes, may make it advisable to restrict the offer¬ 
ing of sizes to the middle range. , 

Industry-wide standardization also affects company policy with re¬ 
spect to size. In industries where standardized product specifications 
have already been established,^** most firms will probably find it to their 
advantage to adopt these standards because of the favorable effect of 
such action on consumers and middlemen. The consumer’s buying job 
and the middleman’s buying and selling job are both greatly simplified 
if they know that all men’s socks in size 10 are exactly the same size 

isYhe Comraodity Standards Division of the U.S. Department of Commerce helps 
industry groups to establish physical standards when such action is considered to be 
in the public interest. The Division sponsors industry conferences to promulgate ten¬ 
tative standards and then circularizes all groups concerned for approval. Such ap¬ 
proved commercial standards are used by members of the industry on a voluntary 
basis. 
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and need not be measured or tried on. Against these factors must be 
weighed the reduction of product differentiation and the increase in sub¬ 
stitutability of competitive products and parts. (Analysis of these same 
factors will affect management’s decision to encourage or discourage the 
establishment of uniform standards in industries where they have not 
yet been used.) 

OthCi product characteristics, such as basic weights and measures, 
performance standards, and chemical or technical properties, are se¬ 
lected in essentially/ the same manner as size. Each decision should result 
from an evaluation of consumer needs, comparative distribution costs, 
and industry practice. 


Product Qualify 

Producers of most manufactured goods have wide latitude in deter¬ 
mining the quality of their products. With products of the farms, forests, 
fisheries, and mines, little control can be exerted on quality. The main 
concern of producers of such products is to define quality by grading. 
Even for some manufacturers, the limits of control over quality are nar¬ 
row. For example, a chemical manufacturer cannot change basic com¬ 
pounds, so he can affect quality only in terms of absence of foreign 
elements, i.e., purity. Most manufacturers, however, have a wide latitude 
in establishing policies on product quality—durability, uniformity, re¬ 
liability, and other such characteristics. 

In its simplest terms, quality may be expressed as a function of price. 
Thus, if the price of a product is high, the quality can also be high, and 
if the price is low, the quality can also be lower. However, this is an 
oversimplification and ignores the effect of demand creation activities. 
It has been repeatedly demonstrated that products can compete success¬ 
fully, at the same prices, against similar products of a higher quality— 
providing that the lower-quality product is promoted better. Examples 
of this can be found among private brands of canned fruits and vege¬ 
tables, which are often better values than nationally advertised brands 
because they offer equal quality at lower prices. However, demand 
creation will not compensate for really large quality differentials. The 
effectiveness of the distribution organization may also influence the 
impact oT quality differentials. It is sometimes economically impossible 
to introduce a new product of superior quality, even at competitive prices, 
in competition with products already enjoying strong demand and good* 
reputations with middlemen. 

To the extent that })rice is a factor in detennining quality, manage¬ 
ment should make its qirality decisions in terms of the factors affecting 
price, particularly those of demand and supply. Price decisions, and 
hence quality decisions, will be made as a lesult of analyzing the nature 
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of donand and competition at varying price levels. (Quantitative ap> 
proaches to pricing decisions are discussed in Chapter 18. These ap¬ 
proaches are based on the assumption that quality is held constant in 
determining optimum price, but optimum quality may be determined in 
the same manner by holding price constant.) 

Obsolescence is another limiting factor in making decisions on product 
quality. A high rate of product obsolescence will tend to set an upper 
limit on quality, at least to Hie extent that quality affects durability. 
Consumers may be unwilling to pay more for a refrigerator designed 
to last for 20 years, if it appears certain that it will become obsolete in 
a considerably shorter period of time because of the introduction of new 
design and operating features. 


Product Sorvieo 

By their very natiu^, many products must have policies set with respect 
to services offered both by manufacturers and middlemen. For example, 
most mechanical products require periodic maintenance and repair, so 
arrangements must be made to see that such services are available. One 
such service is product adaptation or redesign to meet the special needs 
of particular purchasers. The decision to offer such a special service 
should be based on an evaluation of two factors: the public relations and 
promotional value of these services in terms of the entire product line, 
and the expectation of profit from the sale of the specially deigned 
products. When it appears likely that the designing of a H)ecial product 
for a particular purchaser will induce him to buy large quantities of the 
manufacturer’s standard products, any expected loss on the special traxks- 
action can be rationally justified as selling expense. When special orders 
are profitable in their own right, the decision to accept them may be a 
simple one, but it is nectary to include a charge for the time of execu¬ 
tives and engineers in making the profit-analysis, since their time could 
have been otherwise used. With the final decision to accept special 
order sales, a general policy should be set regarding the desirability of 
equal treatment to all Customers. If the acceptance of a few profitable 
special orders is likely to result in requests for many uniHY>&table orders, 
management should only adopt a special order policy if it deems it wise 
to maintain different services for different customers. 

Many producers of complex products must decide whether or not to 
provide installation and repair services to their customers. When the 
product is very complex (e.g., computers and data processing equq)- 
ment)'it may be clearly necessary to provide these services, but for 
many products the situation is not as clear-cut. It was for this reason 
that many appliance manufacturers were reluctant to sell throu^ dis¬ 
count houses, since these retailers do not provide the customer vdth such 
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services. When the manufacturers discovered, to their surprise, that mMiy 
consumers were willing and able to take care of both installation and 
servicing on their own, the opposition to discount houses decreased. Those 
manufacturers who were slow to reot^pise that they had overestimated 
the importance of installation and r^air services by the retailer lost 
contact with an increasingly large proportion of their potential market 
as the discount houses rapidly expanded. In the final analysis, the de> 
cision to offer these services should be based on an appraisal of the cus¬ 
tomers’ needs. 


PACRAMM MeiMONS 

The decision on whether to package a product is based on consideration 
of two factors: the need for product protection, and the need for product 
differentiation and identification. A product such as coal needs no pro¬ 
tection against damage from the elements and handling, whereas photo¬ 
graphic film requires protection from exposure to light. Although th^ 
are extreme examples, the need for packaging to protect the product is 
usually just as clear. If a product is packaged for puiposes of identifica¬ 
tion and brand differentiation, it should remain in the package until the 
consumer buys it. Thus, bulk packaging that is removed before the con¬ 
sumer or user buys is solely for protection or convenience in handling. 
For example, five-pound bags of sugar arrive at the supermarket inside 
a large paper bag containing ten or twenty of the smaller bags designed 
for brand identification. The decision to package for identification pur¬ 
poses depends on the product. When the brand name can be placed di¬ 
rectly on the product, as in the case of appliances, there is no need for 
packaging at the point of sale. Also, if the product cannot be success¬ 
fully differentiated to the consumer, as is the case with nails and nuts 
and bolts, there is no justification for packaging except to increase con¬ 
sumer or middleman convenience. U. S. Steel now packages these products 
to increase the ease of handling in self-service stores. 

Once a manufacturer has made the basic decision to use packaging, 
he must make a number of additional decisions on package design, siie, 
and cost. When packaging is used solely for protection, these decisions 
are primarily technical and are relatively less difficult than when the 
package acts as a promotional tool, and the decisions involve consumer 
motivation. 


Package t>9iign 

When packaging is primarily protective, desifp:! decisions are technical, 
involving comparative strengths and costs of materials and shapes. But 
when a package is primarily a promotional device, decisions are neces- 
•arily more subjective. Promotional elements in the package must at- 



430 AREAS OF DECISION 


tract consumers’ attention, hold their interest, and build their desire to 
buy. The color, size, and shape of the package are all important in at¬ 
tracting the consumer, so decisions on these factors should be related to 
the preferences of the desired market segment. The promotional aspect 
of package design is becoming more important each year as more and 
more products are being sold in self-service retail outlets. In these stores, 
the package must carry all of the promotional burden it formerly shared 
with the sales clerk. 

Package design must also consider convenience in product handling, 
both by the middlemen and the consumers. The shape of the package 
should permit easy display on the fixtures in the normal retail store. It 
should make it easy for the consumer to take the merchandise home and 
to store in his normal storage cupboards. The six-pack carrying-carton 
for beer and soft drinks is an excellent example of a package that greatly 
increases ease of handling, and at the same time increases consumption 
by encouraging an increase in the unit of purchase. 


Package Size 

The package size decision evolves from the consideration of several 
factors: the two most important are the size of the consuming unit, and 
the rate of consumption—and they are closely interrelated. Cigarettes, 
candy bars, and toothbrushes are consumed by individuals and are pack¬ 
aged in units for individual rather than group consumption. Cake mixes 
and gelatin desserts are consumed by household or family units and are 
packaged for group consumption. Dry breakfast cereals are packaged 
both ways: by family boxes and individual serving packs. Statistics are 
available on the average sizes of families, and on their distribution by 
size. The producer may simply decide to package his product in a size 
to satisfy the average family, or he may provide several sizes so as to 
satisfy a broader range of family size. Having decided on the size of the 
consuming unit to be served, the manufacturer must then determine the 
rate of product consumption by each unit. How much gelatin dessert does 
a family consume at a sitting? How many cigarettes does the average 
smoker use in a day? Consumer tests and surveys are useful in providing 
answers to such questions. 

Findings on the consumption unit and the rate of consumption some¬ 
times have to be modified when custom or habit strongly influence the 
package size. For example, the housewife is so accustomed to buying 
butter in one pound units that it would be very difficult to change to 
an unrelated unit, such as the pint or quart. She has learned to compare 
prices on the basis of pounds of butter, and would probably be reluc¬ 
tant to buy in any other unit of measure. 

Customary prices may also influence the package size. Several manu- 
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facturers of five-cent candy bars found it easier to reduce the amount 
of candy in each package than to raise the price when rapidly increas¬ 
ing costs dictated such an action, shortly after World War II. 

Package size may also affect total consumption of a product. When 
the consumer has a plentiful supply of a product on hand, he may con¬ 
sume more than if he has to make a special buying trip to obtain it. 
The six-pack carton for soft drinks and beer and multiple packaging of 
light bulbs have demonstrated the success of this approach. The same 
holds for large economy-sized packages. 


Package Cost 

The amount of protection necessary to deliver a product to the user in 
good condition dictates the minimum cost of the package, but consumer 
preference and convenience may make it advisable to exceed this mini¬ 
mum. Although a metal container may be less expensive, a glass con¬ 
tainer may be used because of strong consumer preference for glass with 
certain products. Similarly, a reclosable package, although more expen¬ 
sive‘than a throw-away package, allows the customer to store the product 
easily until it is all used without the necessity of transferring it to an¬ 
other container. Each such addition to the basic cost of packaging should 
be justifiable in terms of its probable effect upon consumer demand. 

When a package is used for brand identification and promotion, the 
cost of achieving these goals is properly considered a part of the total 
promotional mix. Sometimes, this cost differential may be very small 
over the long run. In any case, descriptive information must ordinarily 
be provided on the package, and once the cost of designing an attrac¬ 
tive label has been paid, the cost per package may be almost unchanged. 
However, a purely promotional container, such as an expensive perfume 
bottle, can increase packaging cost several times, and this cost differential 
is clearly a promotional cost. Similarly, reusable, dual-purpose packages 
are selling devices, and their costs should be justifiable in terms of their 
effectiveness in increasing demand for the product. 


HAND DECISIONS 

Brand identification is a necessary policy for the producer who wishes 
to exercise maximum control over the demand for his products, and to 
be able to compete on nonprice bases. The truck farrtler raising peas 
must compete with other farmers for his share-of-the-market almost 
solely on a price basis, since the consumer does not know or care who 
raised the peas he buys. Yet, the food canner is often able to build a 
strong consumer loyalty for his products by persuading consumers that 
they are different from those of competitors. 

Most products that lend themselves to brand identification and dif- 
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ferentiation are branded in the American market today. But there are 
some products which simply cannot be differentiated in the eyes of the 
consumer. Products of the farm, forests, and mines are among those that 
are difScult or impossible to differentiate because of their unprocrased 
form,^* but there are highly standardized manufactured products, such 
as sheet steel and nuts and bolts, which also cannot be effectively dif¬ 
ferentiated. However, there are many products where the effectiveness 
of brand differentiation is not clear, and it is in these instances where 
the choice to brand or not to brand is an important managerial decision. 
For example, 15 years ago most marketing experts believed that brand 
differentiation was wholly ineffective for women’s dresses because women 
bought on a basis of factors unrelated to brand, such as color, design, 
styling, and lit. Today, however, brand names have become an important 
factor in the dress industry, because manufacturers discovered that vari¬ 
ations in size and shape of the customer not provided for by differences 
in standard size dresses, gave them an opportunity for real product dif¬ 
ferentiation. Thus, the short-waisted woman can eliminate the expensive 
alterations normally required when she buys a new dress because she 
has found that brand XYZ dresses fit her without alteration. 

Ultimately, the decision to use or not to use brands depends on the 
ability of management to truly differentiate the product in question, and, 
if it is to be helpful in creating brand recognition, this differentiation 
must be in terms of characteristics that are important to the consumer. 

Family Brands vs. Individual Brands 

When a company sells more than one product, it must decide whether 
to market each under a separate brand, or to use a common family 
brand for all products. Each way has its advantages and disadvantages, 
and management should consider these in making its decision. 

All products do not lend themselves to sale under a family brand. 
Unless different brands represent broadly different price ranges, such as 
General Motors’ Chevrolet and Cadillac, the quality of family-brand 
products should be very nearly similar, so that no single product in the 
line can lower the quality reputation of the other products. Otherwise, 
consumers will tend to equate all products sold under the same brand. 
They will expect Del Monte canned peas to be as good as Del Monte 
peaches. The products should also be fairly compatible. Although a 
housewife may prefer a particular brand of soap, she will probably not 
be at all interested in a new brand of perfume introduced under the 
same name, because she is not convinced that experience in manufac¬ 
turing soap will carry over to the manufacture of perfume. The products 

1* There are a few notable exceptions, such as Sonkist citrus fruits anA Blade Dia¬ 
mond walnuts. 
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to be branded should also be sold to the same markets. There is little 
to be gained from applying a family brand to one product sold to in¬ 
dustrial users, and to another product sold to ultimate consumers; the 
same situation applies between smaller market segments. The name 
Serutan would have no value (probably negative value) on a product 
marketed to teenagers. 

The decision to use a family brand is sometimes an unconscious one. 
for when a new product is introduced, it may simply be sold under the 
existing brand name without any serious consideration to the use of a new 
name. But if management wants to make a rational olioice between in¬ 
dividual and family brands, the decision will result from the evaluation 
of the following factors. 

NATURE OF THE PRODUCT LINE. Similar products which are naturally 
related to each other in the minds of consumers such as sheets and 
towels, can benefit particularly from the use of a family brand. Favor¬ 
able reaction to one product will often lead consumers to use other prod¬ 
ucts in the line. However, this “halo” effect can also detract from a 
manufacturer’s reputation since unfavorable experiences with one prod¬ 
uct may turn consumers against the entire line. It is important, then, that 
particular care be taken that all products under the family brand con¬ 
form to consumers’ standards of acceptance. Products that lack common 
marketing attributes are usually better marketed under individual brand 
names, since little if any benefit is likely to be derived from jointly 
associating them. There may even be adverse sales reactions. For ex¬ 
ample, the association of food products with a known brand of soap 
products may handicap sales of the food line because consumers gen¬ 
erally associate an unpleasant taste with soap. 

PROMOTIONAL POLICY. The usc of a family brand requires a smaller 
total promotional budget than do individual brands. Under a family- 
brand, much of the promotional effort can be directed toward the entire 
line, and even those promotional programs that concentrate on a single 
product still help to increase recognition and demand for the entire line. 
With individual brands, independent and often duplicating promotional 
programs are usually needed for ea'ch product. Thus, a family-brand 
policy ordinarily allows the most effective use of limited promotional 
funds for similar products. Yet, such joint promotional programs limit 
the opportunity to emphasize individual product differences, and this 
may be a very important goal when introducing a new product. 

DESIRED MARKET PENETRATION. Individual products in a line face 
varying degrees of competition in the market. For example, a producer 
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of « broad line of kitchen and laundry appliances may meet only mild 
competition on dishwashers and electric ranges because his competitors 
are not promoting these products any more successfully than he is. At 
the saine time another competitor producing only washing machines and 
promoting them aggressively may have captured a large share-of-the- 
market and may be extremely difficult to displace. In such instances, 
where it is impossible to achieve the same degree of market pene¬ 
tration for all products, the use of individual brands allows greater 
promotional flexibility. The products which face the strongest market 
competition may be allowed larger shares of the promotional budget so 
that optimum market penetration can be achieved for '*ach product in 
the line. This will also make it easier to draw consumers' attention to 
changes^d improvements in individual products. The use of individual 
brands alto allows a producer to achieve greater market penetration 
by marketing similar but differentiated products to appeal to different 
segments of the market. 

Multiple Brands for Identical Products 

Producers of specialty goods often market their goods through a limited 
number of selected retail outlets in order to gain their dealers’ cooperation 
in aggressively promoting the products. This policy is called “selective 
distribution” (discussed in detail in Chapter 17) and has the effect of 
limiting the total potential market, since in any one market no single 
retailer or small group of retailers is normally in a position to attract all 
potential buyers. It should be pointed out, however, that even with a 
selective distribution policy, market penetration may be increased by 
offering identical merchandise under a different brand to a second group 
of selected retailers. The Hickey-Freeman Company does this by distrib¬ 
uting a second brand of men’s clothing, the Walter-Morton brand, in 
addition to its Hickey-Freeman brand in trading areas where more than 
one retail outlet is deemed desirable.^** 

Mergers frequently result in the use of multiple brands (at least on a 
temporary basis), the merged company often ending up with two or more 
identical or nearly identical products selling under different brands. The 
decision to retain the separate brands or to change to a single brand may 
depend on several factors. If the different brands have developed dissimi¬ 
lar images that appeal to different segments of the market, the decision 
may be to leave things as they are. If each of the brands has developed 
strength in different regional markets, management may be reluctant to 
abandon well-known names for others that, at least in some markets, may 
be unknown. Such was the case with Standard Oil-Company of New Jer- 
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sey, subsequently renamed Humble Oil Company, which used the ESSO 
brand in the northeastern part of United States, and different brands 
in several other regions of the country. Their decision was further com¬ 
plicated by the fact that under the court ruling (Standard Oil Co. vs. 
U.S. 221 U.S. 1, 1911), that dismembered the Standard Oil monopoly and 
created Standard of New Jersey and five other companies, the ESSO 
brand w'as barred from use in certain regions. Reluctant to abandon the 
ESSO name, its most important single brand, management decided (1961) 
to retain the ESSO brand in the northeastern region, and to adopt an en¬ 
tirely new name, ENCO, to gradually replace all of its other regional 
brands. The ^reasoning was that two brands (ESSO and ENCO) that 
could become well-known regionally would be better than a number of 
brands. 


Use of Private Brands 

Private brands are those owned and controlled by middlemen rather than 
by manufacturers. Both manufacturers and middlemen may be faced with 
policy decniQiM on private brands. Manufacturers may have to decide 
whether it is advantageous to manufacture products for sale to middlemen 
for private branding. And middlemen quite often must decide whether 
they can gain by developing brands of their own. 

Several factors may affect a manufacturer’s decision on the acceptance 
of private brand orders. First is the probable effect on the sales of his own 
brand, if he owns one. Can the private brand be clearly differentiated 
from his own brand, or will consumers accept them as the same? And even 
if the private brand is adequately differentiated, will it merely capture a 
share of the total market from his own brand? When the total market is 
limited and it is unlikely that the middleman will be able to find another 
source of supply, the decision will probably be to reject the order. But 
when the market is large and the middleman is almost certain to be able 
to find another supplier, the decision to accept the order should be based 
on expected profitability. Acceptance of private brand orders as a source 
of potential profit is primarily a financial and manufacturing decision, 
except to the extent that it may affect costs and prices of the controlled 
brands. 

The W’hirlpool Corporation is an example of a firm which has success¬ 
fully sold both under its own trade name and a private brand. Approxi¬ 
mately half of its production of washing machines is sold under the 
Whirlpool name and half under the Kenniore name, owned by Sears, 
Roebuck. Selling under these two brands, the company ranked in 1959 
as the leading producer of home laundry equipment. Whirlpool manage¬ 
ment, although ^ad to have Sears as its major customer, is also glad to 
have a strong national market under its own name, and other major 
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custcnners such as Montgomery Ward and Frigidaire (for whom it pro¬ 
duces commercial ice makers) 

A middieman’s decision to promote private brands of his own will be 
based on expectation of greater profits and expectation of greater control 
over the market. In evaluating the possibility of increasing profits, he 
must balance the higher margin from the private brand against the in¬ 
creased costs involved in advertising and promoting it. To the extent that 
a middleman can create a strong consumer loyalty for his own brand, he 
increases his own control over the market. His demand creation efforts 
will not benefit other middlemen, since his outlets constitute the only 
source of supply, and he does not have to worry about the loss of his 
franchise at the brand owner’s whim. 

21 “Own Lines Help Whirlpool Market a Doubled Volume,” Balet Management, Feb¬ 
ruary 0, 1659, p. 41. 


CONCLUSION 

In the rapidly changing rriodern business world, product improve¬ 
ment and innovation are necessary to long-range marketing suc¬ 
cess. Product line decisions are a continuing responsibility of 
management. Standards of performance and service help to de¬ 
lineate the market segments to be served by each product; al¬ 
though decisions in this area are not subject to the constant 
change of product line policies, they should be periodically re¬ 
viewed. Packaging and branding decisions are closely related to 
the promotional policies and decisions, and are subject to review 
whenever these policies are changed. 


QUESTIONS AND PROILEMS 

1. What were the flaws in Henry Ford’s reasoning that if you 
build a basically good product like the Model T, people will 
continue to buy it? Would the same reasoning apply to the 
Rolls Royce automobile? 

2. If the innovating company with high research and develop¬ 
ment costs suffers first from market saturation and price 
competition, is it not better policy for a company to be a 
follower? Discuss. 

3 The term ‘^planned obsolescence" has acquired a negative 
connotation, yet it actually has important positive aspects. 
Please explain. 

4. Is there planned obsolescence in the Volkswagen automobile? 
Explain. 

5. How can you explain the seeming lack of consistency in pro- 
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posing that a finn seek to make new additions to its product 
line and also to work toward simplification of the product 
line? 

6. ‘‘Ideally, a producer would take the time to perfect his new 
product and his marketing plans before entering the market.” 
Is the producer normally able even to approach this ideal? 
Why? 

7. Increasing segmentation of the American market in recent 
years has made it almost impossible for any single product 
to retain a sizable share-of-the-market. Can you give ex¬ 
amples that illustrate or refute this statement? 

8. Today, standard sizes are commonly used for canned goods, 
but there is no standardization of package size for detergents. 
How would the detergent manufacturers benefit, and how 
would they lose from standardization of packages? 

9. “Special-order business should cover an allocated share 
of total costs, if it is to be accepted. There is no other 
long-range justification for accepting such business.” Please 
comment. 

10. Can packages be used effectively to differentiate products 
that could not otherwise be differentiated? Give an example. 

11. Is there an important relationship between choice of channels 
of distribution and packaging decisions? Explain. 

12. Would it be sensible to establish a rule of thumb that no 
package is justifiable if it increases the cost of the product 
by more than ten per cent? Why? 

13. It seems pretty clear that the advantages of using a family 
brand outweigh the advantages of using individual brands 
on different products. Do you agree? 

14. Multiple brands for identical products are often used to im¬ 
plement a highly selective system of distribution. Would it 
be fair to say that this is a compromise that doesn't really 
benefit anyone—manufacturer, retailer, or consumer? 

15 Trends in marketing today would lead us to expect an in¬ 
creasingly unportant role for private brands in the future. 
Why might this be so? 
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In making the complex marketing decisions involved in 
distribution policy and the management of physical dis¬ 
tribution, a decision-maker finds himself faced with a 
number of problems which cannot be solved independently 
of each other. Which marketing channel or channels 
should be used? How’ many middlemen should there be 
at each distribution level? How large should the inventory 
be? How should the inventory be deployed geographi¬ 
cally? How many branch warehouses should there be and 
where should they be located? Should public warehouses 
or branch warehouses be used? What modes of trans¬ 
portation should be used? The way any of these questions 
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is decided will directly affect the possible ways the others can be decided. 
These decisions are interlockinR ones, and a decision-maker cannot afford 
to make any of them independently. In this chapter we will consider the 
conceptual nature of these problems and the main bases for approaching 
and making decisions on them. 

DETERMINATION OP MARKETING CHANNELS 

What should a marketing executive try to accomplish in his determination 
of distribution channels? According to one expert, “a particular business 
should use those channels or combinations of channels which will con¬ 
tribute most to the securing and maintaining, not simply of the greatest 
attainable sales volume, but of that combination of sales volume and 
cost which will yield tlie maximum amount of profit, both in the short run 
and in the long run.” ^ Now, “should use those channels or combinations 
of channels” implies that there is not ahvays complete freedom of choice. 
Certainly, an executive can determine those channels he “should use” 
through rational imalyi^is of both qualitative and quantitative, marketing 
and non-marketing factors. In many cases, however, circumstances (e.g., 
an unwillingness of certain middleiiK'n to handle the product or to co¬ 
operate in other ways) can cause differences between what the channcLs 
should be and what they actually can bc.~ The extreme case is the one 
where external influences, such as pressures from existing middlemen or 
the absence of desired types of midtllemen, force a particular channel 
decision on an executive. Fortunately, such extremes are rare. Executives 
usually enjoy some discretion in their determination of marketing chan¬ 
nels since there are ordinarily several channel alternative.s from which to 
choose. 


Determining Potential Channel Alternatives 

Faced wdth the task of determining potential channel alternatives, a 
marketing executive is likely to di.scover an almost infinite number of 
combinations of different types «>f middlemen engaged in different lines 
of trade at different levels of distribution. From tliis vast number of po-' 
tential distribution arrangements, he must first .screen those which may be 
appropriate for distribution of the product. His immediate purpose, then, 
is to identify alternatives that are sufficiently promising to justify further 
screening for feasibility. This preliminary screening has some quantitative 
aspects, but qualitative considerations of the product and market pre¬ 
dominate. 

1 C. H. Sevin, “AsAlyticftl Approach to Channel PoliciM,” in R. M. Clewett (Ed.), 
Marketitie CkaHmelt (Komewood, HI.: Richard D. Irwin, 1054), p. 434. 

2 For an illuminating dincuoaion on this point, aee; P. MeVey, “Are Channela of Oia- 
ti-ibution What the Textbooka Bnjr?” Journal of Markeiiue. Vol. 24, No. 3 (January 
1900). |>p. dl-G5. 
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The nature of a product, its unit value, its technical characteristii^, its 
degree of differentiation from competitive products, whether it is perish¬ 
able, whether it is a staple or non-staple—^these and other product char¬ 
acteristics may limit the number of “potential” channel alternatives. 
Individually or in combination, they may restrict the alternatives to th(»e 
in a given line of trade, to those containing a certain number of distribu¬ 
tion levels, to those where middlemen are equipped to provide technical 
service and repair, or to those where middlemen have specialised storage 
facilities (e.g., for frozen foods) or are specialists in some phase of mar¬ 
keting (e.g., fashion merchandising). The crucial product factors, of 
course, depend on the particular product. Different product factors form 
the channel screening bases for a line of home workshop power tools and 
for a line of imported hams. 

The other main basis for this initial screening is the market—the final 
destination of the product: Research can aid the decision-maker by an¬ 
swering the question; Where do ultimate buyers (ultimate consumers.or 
industrial users), expect to. or prefer to, buy the product? Whether the 
market is concentrated or dispersed, whether ultimate and intermediate 
buyers expect their immediate suppliers to play aggressive or passive roles 
in promoting the product—^these and other market factors may be used 
as screening devices for uncovering potential channel alternatives. The 
relative significance of specific market factors varies with the particular 
market the manufacturer wants to cultivate. A cigarette manufacturer, 
for example, has more channel alternatives—and requires more—^than 
does a manufacturer of high-quality men's hats. Ultimate buyers expect 
to find cigarettes in more outlets of more types than they do in the case 
of high-quality men’s hats. Furthermore, a cigarette retailer plays a 
passive role in promoting the product; a retailer of high-quality men's 
hate, in contrast, plays an active, even aggressive, role. 

This initial screening, according to product and market factors, should 
eliminate most of the channel alternatives from further consideration. If 
effective, this qualitative comparison of channels with regard to signifi¬ 
cant product and market factors results in sorting out the potential alter¬ 
natives from the much larger number of possible alternatives. Those 
remaining are a manageable few deserving more detailed study and 
analysis. 


Ascertaining Feasible Channel Alternatives 
Unlike the initial screening, which was largely qualitative, the second 
screening emphasizes quantitative comparison. Typically, this screening 
for feasible channel alternatives requires the gathering of quantitative 
information to answer such questions as these: Are there enough of the 
desired types of middlemen in all the market areas the manufacturer 
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wants to cultivate? Are the desired middlemen “free” to handle the prod¬ 
uct, or are they “non-available” and committed to competing products? 
Will the d^ired middlemen accept or reject the opportunity to take on 
the product? How much could it cost to reverse middlemen’s unwillingness 
to stock the product? 

Whereas the initial screening focused on the product and market, the 
second focuses on the makeup of the differeijt channels. For example, 
detailed examinations are made of individual stores that a manufacturer 
may want to have represent him at the retail level. For each channel 
under study, a manufacturer should certainly determine the “reach” of 
individual outlets at each distribution level—can they reach a sufficient 
number of outlets on the next level, and are they in contact, directly or 
indirectly, with a large enough number of ultimate buyers? Quite possibly, 
as Alderson suggests, a manufacturer may be drawn into supporting and 
encouraging people to go into business as distributors or dealers in order 
to obtain the desired type of representation in some market areas.’ 

During this screening, some or many potential channel alternatives will 
be discarded as not feasible. The two-phase “weeding-out” process should 
result in a small number of remaining alternatives classed as feasible. 
These are now ready for further evaluation, most of it quantitative. 

Comparing Rolafivo Profifabllity 

The third screening is directed toward determining the relative profitabil¬ 
ity of the channel alternatives now rated as “feasible.” Essentially, this 
consists of making estimates of the sales volume potential and the costs of 
channel usage for each channel alternative. Through comparing these 
estimates, a decision-maker tries to find the channel alternative which 
shows the greatest promise of contributing the most to maximum long-run 
profits. Neither maximum sales volume nor minimum cost is significant 
in itself, but rather the presence of both in optimum combination. Further¬ 
more, since a decision-maker is concerned both with probable long-run 
and short-term profits, and since the “length” of the long-run varies with 
the company and the situation (we will consider this more closely later 
on in this section), the time element must be taken into account. 

The reliability of the different comparisons of relative profitability can 
be no better than the underlying estimates of sales volume potentials and 
costs of channel usage, and, before a decision-maker can make sound 
comparisons of relative profitability, he must have certain market statis¬ 
tics. The most basic relate to the potential market. He must have both 
short-term and long-run estimates of market potential, and from these, 
perhaps by applying some “target share-of-the-market percentage,” he 

S W. Alderson. Markeiin^ Behavior and Eaeeuiive Aetioa (Homewood, HI.: Richard 

D. Irwin, 1957). p. 331. 
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must derive short-term and Idng-run estimates of his firm’s sales poten¬ 
tials. Alter considering these sales potentials together with data on the 
“reach” of outlets at each distribution level, a decision-maker should be 
able to determine, at least, tentatively,-whether a single channel or a 
number of channels will be needed. 

ESTIMATES OF SALES VOLUME POTENTIAL. In analyzing each channel for 
its sales volume potential, decision-makers seek to answer this question: 
Is this channel capable of reaching a sufficient number of ultimate buyers 
to assure absorption of the desired quantity of product? The new data 
needed for an answer to this question are rarely all immediately avail¬ 
able. Some may be found in the manufacturer’s own records and some may 
be secured from external sources of market statistics, but some may have 
to be obtained through special marketing surveys. After adjustments for 
such factors as the strengths and weaknesses of competitors, and after 
projecting market trends in relation to the channel being considered, the 
channel’s sales volume potential is determined. Some alternatives may 
now be eliminated if their sales volume capabilities are clearly inadequate 
and show little promise of improving. At this point, decision-makers mueft 
keep in mind the possibility that there may be no single channel capable 
of realizing the full sales potential. Two or more may be required and, 
if this proves to be the case, similar estimates will have to be made for 
the different channel combinations. 

In addition, the attainable level of sales volume, regardless of the chan¬ 
nel or combination, is strongly influenced by the ability of marketing 
management, the excellence of its planning, and its skill in the implemen¬ 
tation of sales programs and campaigns. A decision-maker should not 
necessarily assume that the managerial competence of his subordinates 
who are charged with translating his decision into action will be the 
same, regardless of the channel under study. There is no denying that the 
same subordinates may be able to obtain excellent sales results from some 
channels and mediocre results from others. The decision-maker must de¬ 
cide where his subordinates are strong and where weak and make his 
decisions accordingly. 

COSTS OF CHANNEL USAGE. With estimates of sales volume capabilities 
on hand, the next step is to determine the costs of moving these volumes 
through the different channels. Essentially this is a matter of marketing 
cost analysis, one of determining probable costs of performing required 
marketing functions under each arrangement. In each channel there is 
implied some scheme for dividing up performance of marketing functions, 
of apportioning some to the manufacturer and others to different “channel 
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members.” The costs of performing each marketing function at each dis¬ 
tribution level and the total costs of performing the entire marketing task 
must be estimated for each channel.* 

In analyzing probable costs of channel usage, decision-makers must 
consider possible “hidden” costs. In estimating costs of performing the 
storage function, for example, costs of breakage, spoilage, and pilferage, 
while usually hidden, must nevertheless be taken into account along with 
total warehousing charges. Furthermore, in certain industries, manufac¬ 
turers experience serious problems, financial as well as marketing, caused 
by apparently erratic inventory fluctuations. If on the one hand, inventory 
is larger than it has to be relative to the volume of incoming orders, money 
is tied up in inventory that could be invested or earning interest else¬ 
where—the hidden cost of being overstocked. If, on the other hand, inven¬ 
tory is too small relative to the volume of incoming orders, many customers 
cancel their orders and patronize other sources of supply—the hidden cost 
of being out-of-stock. In one remarkable simulation study (i.e., computer 
replication of a business situation), it was demonstrated that the use of 
more than three distribution levels can bring about marked instability in 
inventory sizes, both -for the manufacturer and for the middlemen,® One 
implication was that a manufacturer’s use of “long channels” could be the 
underlying cause of wild fluctuations in his volume of incoming orders. It 
is interesting to note that in the textile industry, which shows marked 
inventory instability, there are often four or five distribution levels from 
yarn manufacturer to ultimate consumer. The conventional system of ac¬ 
counting used by most manufacturers provides no way of recording the 
hidden but real costs associated with erratic inventory fluctuations. The 
possibility of this and other types of hidden costs developing if a given 
channel decision is made, although certainly a difficult result to predict, 
nevertheless is an important factor to keep in mind. 

TAKING THE TIME ELEMENT INTO ACCOUNT. In appraising long-ruD profit 
prospects, there is a need to “pin down” how long the long-run is. The 
number of years in the long-run, of course, varies with management’s 
appraisal of the company’s outlook. For a going concern whose manage¬ 
ment expects little growth, the long-run may actually mean no more than 
a single year. For a company whose management anticipates rapid and 
continued growth, the long-run may represent five or ten years or even 
longer. When the long-run has been specifically defined, management, in 

4 For a brief treatment of aome pertinent aspects of marketing cost analysis, see; 
C. H. Sevin, “Mathematical Programming,” in D. W. Ewing (Ed,), Effective Jfor- 
keting Action (New York: Harper A Brothers. 1958), pp, 127'138. 

B J. W. Forrester, “Industrial Dynamics,” Harvard Bu»iue$$ Review, Vol. 36, No. 4 
(July-August 1968), p. 47. 
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efifect, has set its “target date.” This, however, is likely to change, as 
management alters i<» appraisal of future opportunities with the passing 
of time. In spite of the fact that exact target dates are somewhat elusive, 
decisions on distribution channels (certainly major marketing decisions) 
are not easily reversible and must be “lived with” for a considerable 
time. Thus, in a manner similar to the proverbial marriage contract, chan¬ 
nel arrangements should not be “lightly entered into.” In taking the time 
element into account, therefore, the decision-maker should make certain 
that his estimate of the number of years in the long-run is sufficiently long 
to permit reversal of the channel decision should that become necessary. 

A SIMPLIFIED EXAMPLE. In Order to better understand the kind of think¬ 
ing involved in a rational approach to the channel selection problem, let 
us consider a highly simplified example. The particular analytical process 
shown is not meant to represent a process appropriate in all channel selec¬ 
tion situations, either industrial or consumer. With that preliminary word 
of caution, then, let us assume that a certain decision-maker, whose firm 
markets an industrial product, has only two channel alternatives: either 
(1) to use a company-controlled sales force and deal directly with indus¬ 
trial users, or (2) to use agents who will be paid on a commission basis. 
Further assume that sales volume capabilities are identical through either 
channel. (Although adopted here for simplicity, these assumptions do 
represent a reasonably accurate statement of the channel alternatives 
available to many companies in industrial marketing.) 

This decision-maker is fortunate in that he has a ready-made standard 
to use in comparing the two alternatives. It is the particular commission 
rate at which agents can be secured. Knowing this rate, which we will 
call “P,” he can estimate the costs of using agents and compare the result 
with his estimate of the costs of using a company-controlled sales force. 
His decision should favor that alternative showing the most promise of 
meeting the criterion of maximizing net profits over some given period. 
But before he can apply the profit criterion, the decision-maker needs four 
additional estimates: 

X: number of years during which net profit is to be maximized—^i.e., 
the “long-run.” 

S: total sales volume forecast over X years. 

C: average yearly cost of keeping a salesman in the field including his 
compensation and all expenses. Thus, C is the average cost per sales¬ 
man per year. 

N: number of salesmen needed to produce S sales volume. 
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Because of the assumption that "S” will be identical under cither alter¬ 
native, the channel comparison can be made entirely on the basis of cost. 
The two alternatives, then, may be represented symbolically in cost terms. 


SP: cost of producing S sales volume forecasted for X years through 
agents at a P commission rate. 

NCX: cost of using N company salesmen at an average yearly cost of 
C for X years. 


Thus, to determine which of the two alternatives will cost more, tliis 
decision-maker should apply the decision rule: 


SP 

NCX 


= 1 


If 


SP 

NCX 


> 1, it will cost more to h.ive agents do the selling; therefore, the 


company should establish it.«. own sale.? force 
SP 

If ~ S'anie for the two alternatives, and the de¬ 

cision may be based on other considerations 


If 


SP 

NCX 


< 1, It will cost less to have agents do the .selling, therefore, the 


company should not set up it.** ow-n sales force 


This channel selection model also may be u.sed to compute the maximum 
number of salesmen the company can afford to put in the field without 
adding to its distribution costs. For this purpo.se, the so-called “indiffer¬ 
ence" version of the model is used. First, both sides of the original equa¬ 
tion are multiplied by “N" as follows: 

N SP , N 

1 ‘ NCX ^ ‘ I 


Cancelling out, the result is: 


CX 


= N 


max 


“Nmax" is the maximum number of salesmen the manufacturer can af¬ 
ford without having distribution costs exceed those he would incur by 
using agents. 

An important, though unstated, assumption underlying this particular 
model is that personal selling effort is the predominant element in the 
manufacturer’s marketing mix. This holds for some industrial marketing 
situations, but not for many consumer goods marketing situations. 
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Obtaining Channal Usagm 

Obtsining channel usage requires that approaches be made to individual 
members of the prospective channel team. The manufacturer’s proposal 
must be “sold” to the managements of channel members and, once this is 
done, there also is need in most cases to follow through and “sell” the 
team members’ sales staffs. In other words, for each channel member or¬ 
ganisation, someone must convince both the executives and those who do 
the actual selling. 

The decision each prospective channel member must make—either to 
accept or to reject the manufacturer’s proposal—is for him a product- 
selection decision and such decisions have to be made at each distribution 
level. To put it another way—while the manufacturer thinks of the situ¬ 
ation in terms of putting together a distribution channel, each middleman 
(i.e., prospective channel member) thinks of it in terms of “should I add 
or not add this product to my stock.” If a consumer product, for instance, 
is to be marketed through wholesalers and retailers, such decisions would 
be made at three levels—wholesale, retail, and consumer. Before the con¬ 
sumer can decide to accept or reject the product, the retailer must have 
already decided to accept it; and before the retailer can make his decision, 
the wholesaler must have made his decision to accept it. 

COSTS OF OBTAINING CHANNEL USAGE. In obtaining initial, usage of a 
distribution channel (i.e., in implementing the desired channel decision), 
the manufacturer necessarily incurs certain costs. The nature and amount 
of these costs varies with the skill of marketing management in imple¬ 
menting a particular channel decision and with its adeptness in putting 
distribution and promotion plans into effect. Precise estimates of such 
costs can be made by the decision-maker only when he has reliable ap¬ 
praisals of the effectiveness of those executives who are to be given re¬ 
sponsibility for implementing the specific channel decision. Since such 
appraisals are more likely to be subjective rather than objective, and as 
they vary with those who make them, this aspect of estimating the initial 
costs of channel usage is not pursued further here. 

Although not strictly according to conventional accounting practices, 
the marketing executive should view the costs of obtaining initial channel 
usage as an investment (accountants normally classify such costa, e.g., 
costs of product introductory campaigns, as expenses). This investment, 
made to implement a long-run decision, can only be expected to “pay off” 
over several years; thus, at least in his planning leading up to the decision, 
the *cecutive should think in terms of amortising (writing off) this inv«t- 
ment over the long-run period. After all, as has been repeatedly empha¬ 
sised throughout this book, the executive making major marketing deci¬ 
sions should be trying to maximise long-run rather than short-term profits. 
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It should be mentioned, however, that once channel usage is secured, both 
marketers and accountants agree that the costs of continued channel usage 
should be treated as short-term operating expenses rather than as a long- 
run investment. 

middlemen’s PRODUCT-SELECTION DECISION ?RocEDURE. In preparing 
their approach to prospective channel members, marketing executives are 
well-advised to study the way most middlemen make product-selection 
decisions. With certain exceptions found mainly among the largest retail¬ 
ers and wholesalers, most middlemen simply do not have sufiRcient sales 
and cost data to make rational product-selection decisions. The typical 
middleman handles a large number of different products, and his records 
rarely indicate sales by individual products. This same variety in the 
inventory makes it almost impossible to assign costs to specific items. 
Furthermore, such sales and cost statistics as he does have may be difficult 
to project for future operating periods. Considering these circumstances, 
then, it is hardly surprising that middlemen generally base product-selec¬ 
tion decisions on non-rational grounds. 

Among retailers, for example, it is common to appraise relative profit¬ 
ability among brands according to relative percentage markup. A retailer 
will probably prefer a brand carrying a 20 per cent markup to one with a 
15 per cent markup. The implicit assumption is that the two brands will 
not differ as to rate of inventory turnover and sale, price, or handling 
costs. Although a retailer may not be totally unaware of differences among 
brands in these respects, he tends to assign a heavier weight to relative 
markup percentages because he has more information about them. 

In referring to the way retailers should make product-selection deci¬ 
sions, one author says: 

Gross profit per square foot of display .space is probably the most useful 
criterion that can be found. Although the incremental net profit rather than 
the average gro.ss profit is correct conceptually, average gross profit is 
easier to compute and it is usually a satisfactory approximation. The 
average gross profit per square foot is computed as follows: 

MARKUP (in dollars and cents) X RATE OF SALE 
NUMBER OF SQUARE FEET OF DISPLAY SPACE 

The method involves certain significant assumptions; 

1. It assumes that all display space is equally effective in selling products 
Such an assumption does not hold in many instances—there are "hot 
spots" m a store. The manner with experience acquires a judgment as to 
their location ; thus, most of the choices that he makes concerning the 
use of the space relate to different brands of a product, an^ the choices 
do not require a compari.«on of widely different areas in the store. 
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2. It assumes that incremental costs vary directly with the volume of sates 
of each brand. Viewed practically, this method avoids the cost>allocation 
problem—However... the only major cost varying with volume, is 
cost of goods sold. This cost varies directly with vohune, except in ex¬ 
treme cases where quantity discounts by the manufacturer would cause 
a decreasing unit cost. 

3. It assumes that all display space is fully utilised. If this is not true in a 
given situation, the amount of space used should not be a consideration. 
In practice, however, all display space is usually fully utilized • 

In building and managing inventory, therefore, a middleman should 
attempt—rationally—to equalize the marginal gross profit contribution 
in dollars for each square foot of selling space. Many retailers do attempt 
to do this, although intuitively, by allotting “slow sellers” less shelf space 
than “fast sellers”—^typically, alow sellers have higher markups than 
fast sellers—and by putting best sellers in the best selling spaces. Thus, 
even though middlemen commonly attach too much significance to relative 
percentage markups, their total pattern of behavior in making product- 
selection decisions is not quite so irrational as it first appears. Marketing 
management should anticipate this sort of “semi-rational” behavior in 
planning its approach to prospective channel members. Later on, i.e., once 
distribution is obtained, marketing management may derive additional 
benefits if it has information on middlemen’s procedures in buying and 
stocking. Philip Morris, Inc,, for instance, found that certain of its com¬ 
petitors were “renting” space on cigarette display racks for their own 
brands in self-service retail stores. In many stores this practice resulted 
in some of Philip Morris’ brands being frequently out-of-stock on display 
racks—even though back room “reserve” stocks of these same brands 
were fully adequate. To combat this competitive tactic, Philip Morris 
undertook to “educate” retailers on the wisdom of apportioning display 
space to individual brands in proportion to their respective rates of sale. 
From the results of field investigations, Philip Morris was able to prove to 
retailers that apportioning space to brands according to rates of sale 
would almost invariably increase the total profit contribution. Armed with 
these research results, company salesmen succeeded in obtaining a fairer 
allotment of display space for Philip Morris’ various brands. 

DISTRIIUTION INTINSITY 

A manufacturer must also decide how many middlemen he should seek on 
each level of distribution. Depending on the desired channel arrangement, 
he must, in the case of a consumer product, for example, determine the 
number of retailers, the number of wholesalers, the number of agents, and 
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80 on. Similarly, related decisions have to be made within the company 
organisation concerning the number of sal^men needed, the number of 
district sales managers, and so on. Notice that the problem of determining 
the numbers of middlemen blends naturally into one of deciding the struc¬ 
ture and type of the manufacturer's sales organization. 

Decisions on the number of middlemen may be thought of as decisions 
on the degree of distribution intensity. There are three general degrees of 
distribution intensity: mass, selective, and exclusive. This is an arbitrary 
classification, for there are many intermediate gradations. Distribution in¬ 
tensity should be thought of as a broad band with mass distribution at 
one end and exclusive distribution at the other. Within this broad band 
there is a very large number of points representing different shades of 
selective distribution. 

EXTBEMEs OF DISTRIBUTION INTENSITY. The two extremes, as stated 
above, are mass distribution and exclusive distribution. Muss distribution 
provides maximum sales expxisure for a product, whereas exclusive distri¬ 
bution involves using a single middleman, a retailer, for example, in each 
market area. Normally, a manufacturer must use multiple channels, and 
frequently some very long channels among them, to achieve mass distri¬ 
bution intensity. In contrast, a manufacturer using exclusive distribution 
tends not only to have a single channel, but to sell directly to the chosen 
outlets. 

SELECTIVE DISTRIBUTION. Most manufacturers have neither complete 
mass distribution nor complete exclusive distribution but rather some form 
of selective distribution. Voluntarily or involuntarily, in pursuing a policy 
of selective distribution, manufacturers restrict the number of outlets on 
each distribution level. Voluntary restriction occurs when a manufacturer 
decides in a given market area, for instance, not to use every conceivable 
outlet for his product but to use only a few of the more desirable outlets. 
Involuntary restriction occurs either when certain “desired” outlets refuse 
to handle a manufacturer’s product or when the number of available out¬ 
lets in a given market area is less than the number the manufacturer 
would like to have in that area. Sometimes, the number of middlemen is 
limited to only those that can best serve the manufacturer (i.e., be the 
most profitable), but the more modem view is that the number of outlets 
should be limited to those that can best serve sufficiently large numbers 
of ultimate buyers (i.e., not necessarily including only those outlets most 
profitable to the manufacturer but also other outlets, such as those situ¬ 
ated in locations more convenient to ultimate buyers). If skillfully imple¬ 
mented, selective distribution usually results in greater profits for each 
channel member. The manufacturer gains because he sells to a smallw 
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number of accounts (thus reducing selling expenses) and at the same time 
he should sell more to each account. The middl^en gain because ieweiF 
of their competitors handle the manufacturer’s product, permitting the 
middlemen to attract trade that might otherwise go elsewhere. Bett^ 
merchandising practices also are likely to augment the profits of mMiu> 
facturer and middlemen alike: there will be fewer ^‘out-of-Stocks” because 
more adequate inventories are handled; more valuable retail disfday space 
tends to be used; at all levels there is more desire to cooperate in coordi¬ 
nating promotional efforts. Even the manufacturer’s "small order” prob¬ 
lem may disappear almost entirely. 

DECISIONS ON DiSTMBunoN INTENSITY. Much of the infoimation that is 
assembled and analyzed for making decisions on distribution channels is 
also pertinent to decisions on distribution intensity. Indeed, both these 
decisions should be made together. Particularly important, however, in 
deciding -on distribution intensity are a product’s marketing characteris¬ 
tics. The more frequently end-buyers purchase a product, the stronger the 
argument for mass distribution or for an extensive form of selective dis¬ 
tribution. The greater the gross margin is for the middlemen, the more 
persuasive the argument for something closer to exclusive distribution. 
The amount of product service expected by end-buyers may vary from 
none at all (a point in favor of mass distribution) to a large amount (an 
argument for exclusive distribution) If the useful life of a product is very 
long, distribution should usually be quite selective or even exclusive. Simi¬ 
larly, the more searching time end-buyers are willing to devote to finding 
a product outlet, the fewer outlets a manufacturer can afford to have. 

The anticipated or actual market position of a brand also influences the 
decision on distribution intensity. If a brand enjoys only brand recogni¬ 
tion, the manufacturer, desiring maximum sales exposure, probably will 
use mass distribution or something fairly close to it. If a brand has con¬ 
sumer preference, the manufacturer can afford to use some selective dis¬ 
tribution. If a brand is so fortunate that end-buyers insist on it and refuse 
substitutes, highly selective distribution is feasible and exclusive distribu¬ 
tion may be possible. But few brands are "insisted upon” or even "pre¬ 
ferred” by all consumers, and each market segment is likely to regard the 
brand somewhat differently. Thus, the distribution intensity decision 
must partially depend on the manufacturer’s appraisal of how his product 
stands with different market segments, and his evaluation of the sales 
potential of each segment. 

Many other factors, too many to analyse in detail here, affect the deci¬ 
sion on distribution intensity. But it is worthwhile to mention bricAy 
certain additional factors bearing directly on this decision. A manufac¬ 
turer must take into account the strength of his desire to control ]uice at 
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each distribution level, and its relation to the sise of the “policing” prob¬ 
lem. He must appraise the amount of market risk involved in each alter¬ 
native—for example, exclusive disiribution is like “putting all the market¬ 
ing eggs in a limited number of baskets.” He must know the attitudes 
of distributive outlets—some actively seek and enthusiastically support 
“exclusives,” but others want no “exclusives” or accept them chiefly to 
deprive competitors of it. Only if he carefully considers and evaluates 
such attitudes can a manufacturer realistically appraise the relative mer¬ 
its of different policies as to distribution intensity. Nor should he overlook 
the fact that once he grants “exclusives,” it is rather awkward to replace 
those distributors who fail to measure up to expectations.’ Replacement 
of ineffective distributors is awkward to handle not only because of the 
delicate problems involved in cancelling established relationships but also 
because potential replacements, knowing of a local competitor's failure 
with the manufacturer’s product, are likely to be skeptical of their own 
chances for success with it. He must also compare the alternatives in 
relation to his advertising program—both with respect to the probable 
amount of waste circulation (i.e., appearance of his advertisements in 
geographic areas other than those where he contemplates having distribu¬ 
tors) and with regard to the problems involved in coordinating middle¬ 
men’s promotional efforts with his own. Management’s attitudes toward 
competition must also be considered. Someone has to decide whether it is 
more desirable to have competition inside retail outlets or not and the 
amount of protection which should be sought from in-store competition 
and in-market competition. 


MANAOiMiNT OP PHYSICAL DtSTRiBUTION 

Physical distribution policies and practices are directly related to other 
distribution policies and practices. Consider what takes place as products 
move through distribution channels, over time and through space, from 
points of production to points of consumption, inventories are held not 
only by manufacturers but, in most cases, by middlemen at each distribu¬ 
tion level and by ultimate buyers at the end of the channel. In the distri¬ 
bution of consumer goods, for example, consumers add to their stocks by 
buying from retailers. This reduces retailers’ inventories and eventually 
they place replenishing-orders with wholesalers. Wholesalers, in turn, re¬ 
plenish their stocks by placing orders with manufacturers. Thus, while 
products are flowing forward to the final buyers, there is a reverse flow of 
orders which causes alternating subtractions from and additions to in- 

T However, aome nianufuctoi-ers faced with handling diatributora not meaauri^ up to 
ezpectationa have found ingenioua methoda for improving the aituiition. For inatance. 
aee the David D. Doniger A Company caae in; K. H. Still and E. W Ciindiff, Sale* 
Manapemeni: Deciaion* PoUc'm, «»d Caaet (Englewood Cliffa, N.J.: Prentice-Hall, 
1958). pp. 888-700. 



462 ABMAB Of racmoif 


vmtories held at each level. Each time a manufacturer ehipf an order, 
he initiates this chain reaction in the performance of transportation and 
storage functions. The details and manner of performing these two func¬ 
tions at each distribution level may vary considerably. Often, dififerent 
sises of inventories characterize different distribution levels, and there are 
wide variations among individual middlemen on the same level. When a 
channel includes certain types of agents, there may be no inventories at 
all on some levels. Similarly, middlemen exhibit marked differences with 
respect to order quantities and frequency of placing orders. The forward 
flow of goods and the reverse flow of orders both encounter interruptions 
of varying and quite often unpredictable durations. Either flow (and 
sometimes both) may fall to “just a trickle" or rise to “flood-stage pro¬ 
portions." A manufacturer may centralize warehousing and shipping ac¬ 
tivities at one or a few locations, or he may decentralize them through 
branch warehouse operations or the use of public warehouses. Middlemen, 
especially those operating multiple establishments, have similar options. 
Furthermore, in moving goods from one distribution point to the next, 
different decisions may be made concerning transportation methods. All 
of these factors, present to some extent in any distribution system, make 
managing physical distribution an extremely challenging task. 

Viewed from the channel position of the manufacturer, physical distri¬ 
bution management requires logistical planning (i.e., integrated planning 
of all transportation, storage, and supply requirements) and implementa¬ 
tion of inventory policy. Decisions must be made concerning the deploy¬ 
ment of certain sizes of inventory at specific places and times In other 
words, the problem is that of having the right products in the right quan¬ 
tities at the right place at the right times. Within the framework of 
marketing management, the solution should be one that strikes an opti¬ 
mum balance between costs incurred for physical distribution activities, 
and expectations of end-buyers and users of the product. Managing physi¬ 
cal distribution, then, may be thought of as a balancing of distribution 
costs against an acceptable level of customer satisfaction. 

Manufactunr's "Control** Ovor Physical Distribution 
Because manufacturers generally reach final buyers through intermediate 
levels of distribution, they find that they cannot completely “control” (i.e., 
direct and regulate) the physical distribution of their products. This is 
because they are bound to find distribution levels and points where they 
have little, if any, control over the size and disposition of inventories. 
However, at least in theory, a manufacturer does direct and regulate in¬ 
ventories at the factory and at his own distnbution points (warehouses). 
F(»r thfsa points directly under his control, phyrioal distiibution decisions 
can be “optimal." But they are optimal only in the sense that they are the 
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best under the circumstancee--H:on8idering such factors as cents, the char- 
aeteristics of demand, and the inventory eccentricities of distribution 
points further down the channel. 

A manufacturer must normally try to obtain optimum performance of 
the total distribution system by finding effective ways of coordinating his 
inventory policies and practices with those of other channel members. 
What middlemen do (or do not do) with regard to managing their inven¬ 
tories definitely affects the manufacturer’s costs and profits. Their actions 
also determine the quality of service and availability of the product at 
the times and places desired by final buyers. If middlemen are over¬ 
stocked, they are likely to cut prices in order to make sales, thus jeopard¬ 
izing future sales at more normal prices, possibly damaging the manu¬ 
facturer’s reputation for quality products, and perhaps making themselves 
less enthusiastic about future relationships with the manufacturer. If 
middlemen follow unintelligent inventory practices, such as buying on a 
“hand-to-mouth” basis, the manufacturer is forced to carry larger inven¬ 
tories and, consequently, to incur higher costs. Furthermore, he, along 
with the middlemen, suffers hidden costs as penalties for being out-of¬ 
stock and unable to fill orders when consumers want them. Unfortunately, 
out-of-stock costs are not recorded by conventional accounting systems, 
but profits as well as sales are lost when consumers are sent away empty- 
handed. 


Physical Distribution Efficiency and Profit 

Gains in physical distribution efficiency should be accompanied by im¬ 
provements in net profit. Estimates of physical distribution costs have 
shown that they account for as much as one-third of the manufacturer's 
selling price and from one-fifth to one-fourth of the price paid by the 
consumerMarketing management is profit-oriented management; hence, 
any functions accounting for so much of total costs should be prime tar¬ 
gets for management’s eflforts to secure more efficient performance. If, 
after consideration of market demand, physical distribution costs seem 
higher than they have to be, there are ways to reduce them and thereby 
improve profits. 

THE KABisoo EXPBRiENCB. The experience of the National Biscuit Com¬ 
pany in reorganizing distribution is a good case in point.* Nabisco’s policy 
is to provide frequent and direct disl^ibution to retail outlets. Nearly 
3,500 salesmen make one or more calls each week on approximately 
360,000 customers. Salesmen service these outlets and take orders, which 
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are delivered within 48 hours by Nabisco’s fleet of 1,500 trucks. For many 
years, Nabisco’s line of cereals and dog foods received the same high* 
priority and high-expense treatment as the perishable cookies and crack¬ 
ers, although nearly all competing manufacturers of dog food and cereals 
reached most retailers through wholesale grocers. 

Nabisco management set up a task force to study methods for improv¬ 
ing distribution efficiency. The task force analyzed sales volume, cost and 
profit figures on the cereal and dog food products to determine the costs 
at each stage in the distribution system. Field salesmen conducted a sur¬ 
vey of the cereal and dog food buying practices of independent grocers. 
Branch managers and special representatives studied the buying habits 
and service requirements of leading chain and wholesale outlets. The data 
collected were considered in relation to other company information on 
sales volume, type of account, class of market, geographic area, and the 
like. 

Working with these data, Nabisco's traffic department developed a 
delivery pattern that was geared to wholesale selling and estimated costs 
required to meet normal service requirements of all outlets. A special- 
products division was set up in 1954 and charged with responsibility for 
handling the cereals and dog foods. Since that time, according to Nabisco 
management, this division has been operating smoothly, providing lower- 
cost, higher-profit distribution for the cereal and dog foods. 

Decisions on Size of inventory 

Inventories may be thought of as input-output systems, with inventory 
additions being the input and inventory subt^ctions the output. Or, they 
may be thought of as reservoirs of goods that are held in anticipation of 
making sales—i.e., of filling demands from farther down along the channel. 
At usually irregular intervals, incoming quantities of the product ready 
for sale arrive and are added to the inventory reservoir. The outgoing 
product flow is more continuous, but outgoing quantities fluctuate con¬ 
siderably The volume in the inventory reservoir is always pulsating but 
not always with a regular rhythm—from day to day, changes occur in 
the rates and quantities of input and output. Therefore, in deciding on 
inventory size, management must determine both how high the inventory 
should be allowed to rise and how low it should be allowed to fall. In set¬ 
ting the upper and lower control limits, there are both sales and cost 
considerations. 

m 

aaUGS coNsiDEBATiOMB. The main purpose in maintaining any inventory 
at all is to be prepared to meet market demands—i.e., to make sales and 
to fill customers’ orders. Since inventories are kept in anticipation of mar¬ 
ket demand, the upper and lower control limits should be attuned to 
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forecagted sales. Sound decisions on inventory sise, therefore, depend upon 
accuracy in sales forecasting. The more accurate the sales forecast, the 
greater the opportunity for maximising gains from economical inventory 
operations. The less accurate the sales forecast, the greater the need for 
building substantial buffer stocks into the inventory plan, over and above 
normally adequate reserve stocks. It Is, of course, impossible to determine 
in advance the exact degree of accuracy in a sales forecast. But it should 
be possible to obtain probability forecasts or, at the very least, some 
estimate of the forecasting error or limits to error.*** With both a sales 
forecast and some fairly definite notion as to its probable accuracy, a 
decision-maker is much better prepared to set the control limits. 

There are two additional factors which must be taken into account. 
One relates to what management considers an acceptable level of cus¬ 
tomer service. Experience shows that, in a typical business, about 80 per 
cent more inventory is needed to fill 95 per cent of the customers’ orders 
ou( of stock on-hand than to fill just 80 per cent.** Settling on some goal, 
then, as to the proportion of all customers’ orders which the .stock=on-hand 
should be capable of satisfying without delay, has a definite bearing on 
the upper inventory control limit. The other factor relates to responsive¬ 
ness of the distribution system—the ability of a system to transmit needs 
back to the supplying plant and get needed material into the field. The 
amount of responsiveness determines how quickly the inventory can be 
adjusted to changes in demand.*** Thus, distribution system responsiveness 
direcfiy influences the lower inventory control limit. 

Sales output, the most important component of any inventory system, 
generally cannot be controlled directly because it depends on decisions 
made by people outside the organization. However, even though a deci¬ 
sion-maker cannot directly control sales output, he still must take its 
characteristics into account in making inventory decisions. 

COST coNsiDBBATiONB. The input component of the inventory system 
generally is controllable by decision-makers within the organization. It 
needs reiterating, though, that in spite of the close interrelations of input 
and output, input is more of the nature of a dependent variable and output 
more like an independent variable. Therefore, although control over in¬ 
ventory level and input normally takes the form of cost control, all inven¬ 
tory costs are ultimately largely traceable to inventory output factors. 

'Three main groups of costs are associated with the inventory. The first, 

10 Ob this aad related mattera, see: J. F. Magee, “Guides to Inventorjr Policy Ill. 

Anticipating Future Needs,” Harvard Butineu Review, Vol 34, No. 3 (May*Jttne 

1866), pp. 57'70. 

It J. F. Magee, “The Logistics of Distribution,” Bmrverd Butimeu Review, Vol. 38, 

No. 4 (July-August I960), p. 92. 

12/bid. 
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holding costs, include warehousing and storage charges, cost of capital 
tied up in inventory, costs of adverse price movements, obsolescence, spoil¬ 
age, pilferage, and taxes and insurance on inventory. The second, costs of 
shortages (i.e., of having negative inventories), includes special clerical, 
administrative, and handling expenses, and, most importantly, losses of 
specific sales, of good will, and even of some customers. The third group, 
costs of replenishing inventory, differ in composition depending upon 
whether a business does its own manufacturing or not. Inventory replen¬ 
ishing costs in a ‘'make and sell” business are mainly manufacturing costs 
—^labor and machine setup costs, costs of material used during setup test¬ 
ing, cost of time during which production cannot take place because of 
setups, clerical and administrative costs, and the like.^* Inventory replen¬ 
ishing costs in the “sell” type of business are those for clerical and admin¬ 
istrative work, for transportation and unloading, for placement in ware¬ 
houses or stores, and for performing related necessary activities. 

COST BALANCING AND INVENTORY DECISION. Inventory decisions can be 
formulated in terms of balancing inventory costs. Whereas holding costs 
rise as inventory increases, both the costs of shortage and of inventory 
replenishment decrease as inventory increases. Holding, shortage, and 
replenishment costs are all related, then, to the size of the inventory; total 
costs are, therefore, a function of the amount stored, and the decision prob¬ 
lem is to determine what amount to store in order to minimize these costs.^* 
Stating the problem in another way, a decision-maker wants to decide (1) 
how many (or much) to order (i.e., produce or purchase), and (2) v/hen 
to order.^® Essentially, these decisions involve balancing inventory hold¬ 
ing costs against either costs of shortage or costs of replenishment or both. 
One of the earliest and most significant contributions made by operations 
research was the construction of models (theories expressed as mathemati¬ 
cal formulas) designed to minimize total inventory costs under different 
sets of conditions.^® Operations research has furnished the analytical tools, 
then, which make rational inventory decisions possible. In the past—and 
too often even now—such*decisions were made intuitively, both by manu¬ 
facturers and by middlemen, chiefly because of the unavailability of per¬ 
tinent cost data, the failure to recognize its usefulness where it was 

IS B. Naddor, “EIcmentH of Tiiv«^nton m C. D. Flagle, W. H. Huggins, and 

R. H. Roy (Eds.), Operaliotm Research and Hystems Engineering (Baltimore: The 
Johns Hoykms Press, lOCUl. pp .‘133-4 

14 D. W. Miller and M K, Stair, Executive Dertsiona and Operationa Saaeoreh 
(Englewood Clifts, N.) : Pientioe-HuU, ISttOl, p. 390. 

niC,.W. Churchmen, R. L. Ackoff, and E. L. Arnoff, Introduetion io Operatiom Re* 
teareA (New York: John Wilej & Sons, 1967), p. 15. 

MMost basic books on operations research treat inventory models in considerable 
detail. For an excellent and unusually clear treatment, see: E. Naddor, op. otL, pp. 
311-364. 
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available, or its suppression to conceal executive incompetence in inven¬ 
tory management.^^ 


D0c»ions on Inventory Location and Tronxporfotfen 
Decisions on inventory locations and the methods to be used in transport¬ 
ing shipments from one stocking point to the next are closely linked to 
decisions on inventory size. Physical distribution costs are incurred as a 
result of all three decisions, and each should be made only after consider¬ 
ing implications for the other two. For instance, a decision on where 
inventories are to be geographically located restricts the range of alterna¬ 
tive decisions possible with regard to both the total size of the inventory 
and methods for transporting it to stocking points. Inventory location 
and transportation decisions, as is true of decisions on inventory size, 
should be made with both costs and the market in mind. Once again, then, 
the conceptual nature of physical distribution management is apparent— 
effective management seeks to balance costs against an acceptable leyel 
of customer satisfaction. The objective should be to obtain the lowest 
possible total cost of physical distribution while mainttiining customer 
service at a level management considers satisfactoiy. It is not desirable 
to separately minimize the costs of inventory size, inventory location, and 
transportation—the aim should be to minimize their total. Often this may 
mean that transportation costs, for example, will have to be increased in 
order to achieve more-than-ofifsetting cost savings in smaller inventories 
situated at fewer locations. 

GEOGRAPHIC DEPLOYMENT OF INVENTORY. There aif three possible deci¬ 
sions with regard to geographic deployment of inventory; (1) concen¬ 
tration at or near the plant or at some other central location, (2) disper¬ 
sion at several distribution points situated in or closer to the main markets, 
and (3) concentration of substantial inventories at a few distribution 
centers and redistribution to a larger number of distribution points dis¬ 
persed throughout the market. The first two decisions are opposite ex¬ 
tremes; the third is a compromise solution. The best decision for any 
particular manufacturer or middleman, depends, of course, on many fac¬ 
tors. The principal factors affecting this decision are covered in the 
following discussion. 

A comparison of inventory concentration and dispersion reveals oppo- 

17 For a highly intereating diacuaaion of the inadequaciea of usual accounting records 
and an illustration of their resultant effect on inventory management, see; H. Anshen, 
‘Trice Tags for Business Policies," Harvard Buaineu Review, Vol. 38, No. I (Janu< 
aty-February 1980), p. 73. 

On the difficulty of assesaing different kinds of executive mistakes in inventory 
manaeement, see the stimulating article by C. A. Bluw, "Are Inventoriea Really Too 
High 7" Hereard Batineu Review, Vol. 38, No, 5 (September-October 1960), pp. 59, 
60. 
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site sets of strengths and weaknesses. The company that concentrates its 
inventory can get by with a smaller total inventory and can mininuse 
orders not filled because of stock-outs, but at the costs of higher charges 
for transportation and possible delays in customer service. The firm that 
disperses its inventory needs a larger total inventory to avoid an undue 
number of stock-outs and, in effect, commits each sub-inventory to sale 
in a particular market area; but it gains reduced total transportation 
charges and faster customer service. The concentration decisitm permits 
more rapid adjustment to changes in the makeup of incoming orders since 
unexpected demands originating from certain, but not all, markets usually 
can be met at once. In contrast, the dispersion decision requires either that 
a large enough reserve stock-be maintained at each branch to meet most 
emergencies, or that there be some provision for moving stocks among 
branches as needs arise. Thus, the dispersion decision requires the greater 
inventory investment since the sum of many small reserve stocks scat¬ 
tered over the whole market necessarily is larger than one large reserve 
stock held at a single location. Similarly, operating one large central ware¬ 
house should mean greater warehousing efficiency at lower costs per unit 
of product handled than can be achieved through the decentralized opera¬ 
tion of smaller storage facilities. On the other hand, especially if the 
product line is made up of mostly bulky and low unit value items—^the 
kind which usually must be shipped by truck or rail—^total transportation 
costs may be lower when decentralized warehouses are used. This is be¬ 
cause rail and truck freight charges normally are lower for full carloads 
or truckloads than for shipments in less-than-carload (l.c.l.) lots. Both 
decisions, then, have general strengths and weaknesses, and whether a 
marketer chooses one or the other—or adopts the third as a compromise— 
depends upon his evaluations of the relative importance of each factor. 
These specific evaluations, in turn, are influenced by such matters as the 
nature of the product line, the type of distribution channel, pricing poli¬ 
cies, and the practices of the competitors. 

INVENTORY DISPERSION AND WAREHOUSE OWNERSHIP. Manufacturers de¬ 
ciding to disperse their inventories (as under decisions two or three above) 
have the choice of either operating their own branch warehouses or of 
.using public warehouses. For any manufacturer, this choice depends upon 
such factors as the amount of sales volume originating in particular mar¬ 
kets, whether he prefers fixed or variable warehousing costs, the degree 
of flexibility desired in making changes in the pattern of inventory de¬ 
ployment, relative warehousing efficiency, and the distribution channel 
used. There is relationship and interaction among these factors so it is 
rare that a manufacturer will base his decisictti on any ungle factor. If 
the volume of goods moved in a givm market is substantial and shows 
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little or no seasonal fluctuation, a good case can be made for branch 
warehouses owned and operated by the manufacturer. This is because 
the costs of branch warehousing are mainly fixed and, with a large and 
steady “flow-through” of goods, the costa per unit of product moved 
are likely to be quite low. However, because public warehouses base their 
charges on the space and labor actually used, the scales generally tip 
in their favor only when a small volume is to be handled or when a large 
volume with great seasonal fluctuations is to be moved. The variable 
costs associated with the use of public warehouses also provide a manu¬ 
facturer with greater flexibility in making changes in the geographical de¬ 
ployment of his inventory. Since most cities have many public ware¬ 
houses, he can easily close out stocks in some locations and place them 
in others. 

The chief economic justification for the public warehouse is that it 
provides a way for dovetailing the local storage needs of many manu¬ 
facturers which, in turn, makes possible efficient use of storage space, 
warehousing labor, and mechanized handling equipment. However, with 
a large and steady sales volume of his own, a manufacturer may realize 
comparable eflSciencies in operating his own branch warehouses. Further¬ 
more, if he has a product requiring eitlier specialized handling and tech¬ 
nical service or special storage facilities, he has little choice but to own 
and operate branch warehouse.s. Although a few cities do have public 
warehouses that provide specialized handling and technical services (e.g., 
those specializing in appliance warehousing! and warehouses that offer 
specialized storage facilities fe.g., those with refrigerated storage space) 
such specialized public warehouses cannot be found in all cities. So the 
manufacturer who uses them in some cities may still have to operate 
his owm facilities elsewhere. 

Some manufacturers use public warehouses as substitutes for whole¬ 
salers, for local sales representatives, or for both. Those manufacturers 
place “spot stocks” in public w'arehouses and furnish the operators with 
“accredited lists” of customers authorized to receive deliveries of various 
sizes of orders. The public warehouseman not only fills these orders, but 
often attends to such details as billing and making collections. Generally, 
public warehouses are not very aggressive sales representatives, so the 
manufacturer using them for that purpose usually has to rely on such 
devices as exclusive retail outlets or heavy consumer advertising to 
“move the goods out of the warehouses.” Still another reason for using 
public warehouses lies in the fact that they issue warehouse receipts 
which a manufacturer may use as collateral for bank loans; however, un¬ 
less the goods are in storage for a long period, this is only a source of 
short-term loans during which time the goods may not be sold. We have 
pointed out, then, public warehousing and private warehousing both have 
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their own advantage and disadvantages. Therefore, before making hie 
decision, a manufacturer is well-advised to consider all the merits and 
limitations of both systems. 

KUMBEB AND LOCATION OF WAREHOUSES. One of the more baffling prob¬ 
lems confronting a manufacturer who has decided on inventory diq;>er- 
sion is that of determining the number and location of warehouses. 
Such a decision is affected by several important variables including cus¬ 
tomers’ buying patterns and delivery expectations, freight rate struc¬ 
tures, service characteristics of alternative transportation media, ware¬ 
house operating costs, location of factories, production capacities and 
product mix of individual factories, and costs of building or renting suit¬ 
able warehouses in different cities. It is possible to gather statistics and 
related information on each of these variables but there is a staggering 
number of possible combinations which may be made of so many sets 
of complex, and to some extent interrelated, variables. Thus, in the past, 
largely because of the mountain of w’ork involved in calculating the 
probable results of each possible combination of variables, most decisions 
on number and location of warehouses were made intuitively. With the 
advent of the high-speed distal computer, such computations have be¬ 
come more routine. 

Operations researchers have devised “simulation” techniques which 
permit mathematical representations of a company’s distribution sys¬ 
tem, present and proposed, to be programed on a computer. In a com¬ 
paratively short time, a computer can provide the probable results of 
operating under a number of different possible schemes as to number 
and location of warehouses. Such simulation studies often furnish de¬ 
cision-makers with much additional information needed in making 
decisions on related problems. This is indicated in the following quo¬ 
tation: 

For the H. J. Heinz Company, the simulation has provided a unique tool for 
determining the number of warehouses and mixing points which should 
exist in the national distribution system. It also has determined where they 
should be located to achieve a minimal over-all operating cost. In addition, 
it has provided information on how best to service the many thousands of 
customers by an optimal combination of service direct from factory and 
service from area warehouses. Further, it has given a detailed plan for allo¬ 
cating customers for each product line and from each factory. With tl^ 
cohedve national distribution plan in band, management has now proceeded 
to make future marketing plans with assurance of lowest actual dikribution 
costs.*® 


IS H. N. Shxcon and R. B. Maffei, “Simulation—Tool for Better DietributioB,” Ear- 
vard Jterieio, Vol. 38, No. 6 (NoTember*December 1960), p. 66. 
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APPLICATION OF LINEAR pBo<»AMiNa. The “transportation technique” 
of linear programing is used in planning shipments from different ori¬ 
gins to different destinations in ways that minimise total shipping costs. 
For example, the origins may be factories or other sources of supply, 
distribution centers, or warehouses; the destinations may be distribution 
centers, warehouses, customers, or stores. Thus, with customer demand 
for the product at various locations, and supplies at a number of ware¬ 
houses, it is possible through linear programing to determine which ware¬ 
house should ship how much product to which customer in order to mini¬ 
mize total shipping costs. Until the development of the transportation 
technique of linear programing, no simple procedure more scientific 
than the “cut and try” method was available for solving problems of this 
sort.^® 

A more general method of linear programing, the simplex method, is 
used in finding solutions to “multi-dimensional distribution problems.” 
The transportation technique is used only with two-dimensional prob¬ 
lems, such as those involving shipments between several origins and 
several destinations. Dimensions above and beyond this may include 
various time periods, different products, and one or more intermediate 
storage points in the distribution system.®® One major oil company uses 
such a model for planning the optimum means of serving its widely dis¬ 
persed terminals. This particular model evaluates alternative means of 
serving terminals (i.e., through use of pipelines, barges, tank oars, and 
so on) by relating their probable future costs to projected changes in 
volume and product mix at each terminal.®^ An alert reader will see the 
similarity between the handling of this problem and the simulation we 
discussed earlier. In both instances, mathematical formulations were used 
to describe quantitatively the operation of a real distribution system. 

DECISIONS ON MODES OF TRANSPORTATION. Thus far, we have said noth¬ 
ing concerning decisions on modes of transportation. Any extended dis¬ 
cussion and comparison of different modes of transportation and the 
many technical aspects of using each (e.g., rate structures, rate determi¬ 
nation, and various “privileges” granted shippers by carriers) would be 


IS H. C. Bunke, Linear Profframming: A Primer (Iowa City: Bureau of Buaineae and 
Economic Research, College of Business Administration, State Universitr of Iowa, 
1960), p. 5. This source contains-concise and clear explanations of a number of linear 
programing techniques. 

so For an explanation of the application of linear programing techniques to multi¬ 
dimensional distribution probl^s, see: J. W. Metsger, Blementarg Mathemmtieul 
Programming (New York: John Wiley k Sons, 1958), pp. 64-58. 

SI W. J. Platt and N. R. Maines, “Pretest Your Long-Range Plana,’* JVoreeri 
Bntinau Bavieie, Yol. 37, No. 1 (January-Febniary 1959), p. 130. 
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clearly beyond the intended scope of this book.^ We should note, how¬ 
ever, Uiat great improvements are being made in transportation services. 
Truck transportation is improving with the construction of more super¬ 
highways, the increase in tmck speeds, and the use of trailers with greater 
capacities. Rail freight transportation is improving as more roads pro¬ 
vide "piggyback” (rail movement of loaded tractor trailers) and other 
service innovations. Air freight transportation is improving with the 
introduction of jet air carriers, and the use of "containerized” (giant con¬ 
tainers holding many smaller shipments) loading and unloading systems. 
These are only a few of the many improvements being made in trans¬ 
portation services, but they are indicative of a strong general trend toward 
providing shippers with more rapid transportation services. 

Too often decisions on modes of transportation are made solely in 
terms of relative costs. In these cases, management fails to recognize 
that transportation is only one part of what should be a totally-inte¬ 
grated physical distribution system. When transportation decisions are 
made on the basis of relative costs alone, shipping costs may be mini¬ 
mized but total physical distribution costs usually are not. Minimum 
shipping costs arrived at solely on this basis generally mean that trans¬ 
portation cost savings are more than offset by increases in warehousing 
costs, costlier packing, and the costs associated with carrying inventories 
which are larger than necessary. 

Decisions on modes of transportation, then, should be made with the 
goal of optimizing the efficiency of the total physical distribution system. 
Relative costs, although important, provide only one basis for comparing 
the contribution of different modes of transportation to total system 
efficiency. Mention was made earlier of the general trend toward pro¬ 
viding shippers with more rapid transportation services. Transport time— 
the time required for moving goods from warehouses, for example, to 
customers—is a major transportation determinant of efficiency (or in¬ 
efficiency) in the distribution system. Reductions in transport time, 
though commonly accompanied by increased transportation costs, often 
result in significant savings in warehousing costs, packing costs, and 
funds tied up in inventories. For instance, switching from a distribution 
system composed of surface transportation and branch warehouses to 
ope involving air transportation direct to the customer normally results 
in higher transportation costs but much lower storage costs.^ The net 

22 The reader intereHted in theee and i-elnted topics is referred to any of the several 
excellent texts on transportation. Among these are: S. Daggett, Primeiphs of Imlond 
TrMuportotion, 4th ed. (New York: Harper A Bros., 1955); D. P. Locklin, JSeomomiea 
of Trantportotiou, 4th ed. (Homewood, Ill.: Richard D. Irwin, 1054); and C. A. Taff, 
Trmfie Ifaiiegement; Principle* nnd Practice*, rev. ed. (Homewood, Ill.: Richard D. 
Irwin, 1959). 

22 For a good description of the techniques used in comparing costs of physical die* 
tribntion systems containing different transportation cost and time components, see: 
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ssvmgi resulting from such changes trace largely to reductions in trans¬ 
port time. One writer, dealing with the potentialities of airfreight for 
marketing, illustrates this relationship as follows: ** 

Suppose that in a company doing an annual business of 1100 milliob, tune 
in transit is reduced from 14 days to 2. Time between reorders is 14 days, 
communication and processing time is 4 days, and field stocks average 112.5 
million. In such a situation the reduction in transit time mi^t well lead to 
a reduction in distribution inventory investment of 16 million, made up of; 
(1) a reduction of $3.3 million in transit, i.e., 12 dajw’ sales; (2) a reduction 
of $2.7 million in inventories required to protect customer service resulting 
from a faster, more flexible distribution system response. 


It should be brought out, though, that physical distribution costs can 
sometimes be reduced through the use of slower and lower-cost modes 
of transportation. For instance, Westinghouse Electric Corporation 
switched from air to surface transportation for making deliveries of 
rush orders. By making improvements in all the distribution steps before 
shipment, Westinghouse saved so much time it could afford to do without 
the costlier air service.*® This emphasizes the general principle that 
transportation decisions should be based both on cost and transport 
time considerations and that the relative significance of transportation 
costs and transport times depends on their combined relationship to the 
over-all efficiency of the total system of physical distribution. 

G. M. ShuteB, "Airfreight From a Marketing Viewpoint,” Journal of Markoting, 

Vol. 25, No. 2 (October 1960), pp. 30*43. 

24 Magee, “The Logietics oi Diatribution,” op. eit., p. 93. 

26 M. Mandell, “BooHting Sales with Faster Delivery,” Dun’t Revieie and Modern 

IniuMtrg, February 1060, p. 46. 


CONCLUSION 

Few areas of decision-making in marketing are so complex as 
those pertaining to distribution policies and the interrelated prob¬ 
lems of physical distribution management. In no other area of 
marketing is it more important to strive for as rational an ap¬ 
proach as possible to decision-making. Decisions on distribution 
policies And physical distribution are major decisions, as difficult to 
make on rational bases as they, are to reverse or change. Both 
groups of distribution decisions require considerable market in¬ 
formation, both qualitative and quantitative. But in using this 
information, the decision-maker is helped greatly if he is able to 
conceptualize the nature of each problem accurately. Only if he 
possesses these conceptual skills will he be able to make rational 
decisions on distribution policies and physical distribution. 




464 ABBAS OF meCIBlOK 


QUnnONS AND PROMJMS 

1. Explain the meaning and significance to marketing of each of 
the following statements: 

a. The producer does not always enjoy complete freedom in 
selecting channels of distribution. 

b. Manufacturers make channel selection decisions whereas 
middlemen make product selection decisions. 

c. A manufacturer should consider the middlemen on his 
channel team as simply extensions of his own marketing 
organisation. 

d. Managing physical distribution involves balancing dis¬ 
tribution costs against an acceptable level of customer 
satisfaction. 

e. Effective usage of marketing channels requires a continu¬ 
ous review and evaluation of the marketing uncontrol- 
lables. 

f. When the price level in an industry is rising, the relative 
competitive position of the most distant producer in the 
industry tends to improve. 

2. Illustrate how product and market factors might affect the 
initial screening of channel alternatives for each of the fol¬ 
lowing products: 

a. Cigarette lighters intended to retail at $15 

b. Portable, small-screen, transistorised television sets 

c. Prefabricated swimming pools for homeowners 

d. Office furniture 

e. College textbooks 

f. Electric shavers for women 

g. Neckties 

3. Why should the initial screening of channel alternatives be 
largely qualitative and the second screening largely quantita¬ 
tive? 

4. Analyse the relationship of sales forecasting and marketing 
cost analysis to the determination of marketing channels. 

5. What are the factors which cause many manufacturers to 
use multiple channels of distribution? 

6. Explain the meaning of the following; 

a. “hidden*’ costs of channel usage 

b. logistical planning 

c. distribution system responsiveness 

d. spot stocks and accredited lists 
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7. How do marketers and accountants differ in the way they 
view the costs of obtaining initial channel usage? The costa 
of continued channel usage? 

8. To what extent does a manufacturer’s use of certain channels 
of distribution place constraints on his decisions with respect 
to the addition of new products? On his decisions to drop 
certain products? 

9. Under what conditions would you advise a manufacturer to 
merge with a middleman handling his products? Under what 
conditions would such a merger be illegal? (Hint: See Chap* 
ter 10.) 

10. Outline the steps an importer of foreign automobiles might 
go through in securing an exclusive dealer in a particular city. 

11. A manufacturer of dinnerware is considering setting up a 
distribution system whereby his own salesmen would call di¬ 
rectly on ultim/Site consumers and sell them “in their homes,” 
If the manufacturer decides to set up this system of direct 
distribution, he will discontinue selling the line through retail 
department, jewelry, and specialty stores—nearly 2,(XK) of 
which now stock his product line. What factors should be 
taken into account by this manufacturer in making this de* 
cision? 

12. A producer of machine tools has been selling industrial users 
directly through his own force of 20 salaried salesmen. What 
arguments might be put forth to persuade this manufacturer 
to discontinue direct selling and to use industrial distributors 
instead? (Note: Industrial distributors in this field normally 
receive a 20 per cent discount off the manufacturer's list 
price.) 

13. Manufacturers of consumer goods \^ho use wholesalers to 
reach retail outlets often also employ salesmen to call on 
wholesalers’ customers. Why? Since, in such cases, the manu¬ 
facturer’s salesmen already call on retailers, why shouldn’t 
the wholesalers be eliminated entirely? 

14. Explain and illustrate the relationship of accuracy in sales 
forecasting to decisions on inventory size. 

15. What kinds of costs are associated with the inventory? Ex¬ 
plain how inventory costs should be “balanced” in making in 
ventory decisions. How does middlemen’s management of 
inventories affect the manufacturer’s costs and profite? 

16. Should a manufacturer attempt to minimize the costs of in¬ 
ventory size, inventory location, and transportation sepa¬ 
rately or collectively? Why? 
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17. Compare and contrast the following decision altematives 
with respect to geographical deployment of inventory: 

a. concentration at or near the plant or some other central 
location. 

b. dispersion at several distribution points situated in or 
closer to the main markets. 

18. Under what conditions should a manufacturer operate his 
own branch warehouses? Use public warehouses? Explain the 
relationship of fixed and variable costs to the making of this 
particular decision. 

19. “So much has happened so fast in altering the size and dis¬ 
tribution of population, in changing consumers’ habits and 
expectations of service, in shifting the pattern of industrial 
activity and location, in improving the capabilities of dif¬ 
ferent modes of transportation, etc., that any manufacturer 
who has not drastically changed his pattern of warehouse 
locations recently necessarily must be incurring unduly high 
costs of physical distribution.” Agree or disagree? Why? 
How should a manufacturer go about deciding the number 
and location of warehouses? How often should he review 
this decision? 



PRICING 

18 


Prices have important effects on marketing operations. 
When the prices of products are high, few consumers or 
users will have enough money to buy and so the market 
may be greatly reduced. For example, many American 
families can afford to buy a television set priced at $300 
or less, but very few could afford a set priced at $2,000. 
But prices must be high enough to yield an acceptable 
margin of profit or producers and marketers will be un¬ 
willing to make and sell the products. Thus, price has 
effects both on demand and supply. 

Although pricing today is normally the result of de¬ 
cisions by modem business management, there are areas 
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in the economy where pricing ie determined by forces outside the decision 
maker's control. For example, many farm prices are determined solely 
by the relationship between the available supply and the market dmiand, 
as described in classical economic theory. A lettuce farmer does not de> 
cide the price he should charge for his crop. He can only accept or reject 
the current market price. But in most business situatimiB today, the 
classical theory of value does not apply for several reasons. Most im* 
portant is the fact that many producers are able to differentiate their 
products so that consumers will not readily accept competitive products. 
Another reason is the complexity of our modem economy which makes 
it impossible for the average consumer to be really informed about all 
products and prices. A third factor is the evolution of large producers 
and users of goods who are big enough individually to affect demand or 
supply.* For these reasons, most modem businessmen must establish 
policies and make decisions with respect to the prices of their products. 
These prices are called administered prices. 

An administered price is a price which is set by management and held 
constant for a period of time. We have an administered price when a 
company maintains a posted price at which it will make sales, and af 
which buyers may or may not purchase as they wish.^ Three factors 
are important in tiiis definition. First, price setting is a conscious admin¬ 
istrative action rather than a result of the interplay of supply and de¬ 
mand in the market; second, the administered price is set for a period 
of time or a number of sales transactions and is not subject to constant 
change; and third, the price is, at least theoretically, not subject to ne¬ 
gotiation. Another element which makes the above definition more com¬ 
plete is that administered pricing occurs in a competitive situation, i.e., 
where the prices of similar products are cl(»e together. Prices resulting 
from managerial decisions are administered prices, and it is these prices 
that are of interest to marketers. 

■AfIS POI MARINE PRICING DKISIONS 

Management often makes its pricing decisions on the basis of cost alone, 
but several other factors may also affect prices. Among these are the 
market, actions of competitors and customs in the trade, legislation, and 
economic conditions. The impact of each of these varies in <fifferent situa¬ 
tions. Although a particular factor or combination of factore may have 
no effect on some pricing decisions, tiie selection of an optimum price 
will ordinarily involve conriideration of more thu <»e factor. This process 

X Sudi a condition Ut known m ol^pols or Vor • detailod dowription of 

^oligopoly theory'* or nonopoliitic ooiB]^tion, wo: Bdwnrd H. Ohnmberl^. Tkt 
Tktorif •/ Momop»tistU CoMpotition (Cunbrtdfe: Harvard Univeraity Praaa 1S48). 
SOardinor C. Moaaa PrtMt ami Tkair JMaHva /n/feoIMKH^ ilwita Hoo* 

nment 13, 74th Congiwaa, lat Seaaion, 1935. 



FUCING 400 


of seleetang the optimum price is referred to as price statesmanship.* 

Su^eys of business practice show that at all levels of distribution^ 
cost is the most commonly used basis for pricing.* Decision-makers using 
this method are concern^ with two basic elements—the total allocated 
costs of producing and distributing the product or service, and a fixed 
margin of profit accepted as normal in the particular industry. This 
basis for pricing is popular for two reasons. First, it provides an appar¬ 
ently objective basis for decision, although this objectivity is often more 
apparent than real, and s^ond, its specific concern with profit margins 
impli^ a relationship to the long-term profit goal of business. The seem¬ 
ing objectivity of cost data is deceptive because, although costs are ex¬ 
pressed in exact dollar amounts, their computation involves many 
subjective decisions. Production cost accounting requires an arbitrary 
allocation of overhead costs to arrive at unit costs, and distribution cost 
accounting often requires a larger number of assumptions. However, 
cost is still an important decision factor in pricing because the amount 
of variable or marginal cost establishes at least an approximate lower 
price limit. With cost as a basis for pricing, the ultimate aim is some 
established profit goal. This may be expressed as the desired rate of 
return on the investment, or as some other figure such as sales. 

PBonuenoN costs. Production costs affect prices and, in turn, are 
affected by prices. Production cost accounting provides an estimate of 
the variable unit costs of finished products which, when added to the 
variable unit distribution cost, provides a minimum price base. At the 
same time, prices affect production costs because of their effect on de¬ 
mand and sales volume. For any productive facility, there is an optimum 
level of production that is somewhere near normal capacity of produc¬ 
tion. Production in smaller quantities raises total unit production costs 
because overhead must be spread over fewer products. Production in 
larger quantities also raises total unit production costs because of the 
need then for increasing total overhead by adding a working shift or by 
adding to plant capacity. The price that equates demand with the most 
efficient level of production keeps unit production costs at a minimum. 

It is particularly difficult to estimate production costs accurately when 
joint-cost products are involved. A manufacturer who produces several 
different products in the same factory, often even on the same machin¬ 
ery, may find it impossible to allocate total costs among these products 
except on a purely arbitrary basis. The unreliability of the resulting cost 


S JamM S. Earlr, "Factors Which Should Affect Pricing Dcciaioni," Pricinf; Th 0 
OrMetl DttMon, AJIA Management Beport, No. SS. p. 14. 

4 Joel Dean, Ifonoforiel Evmomk* (Englewood Cliflo, NJ.: Prentice-Ball, 1S61), 

p. 444. 



470 ‘ABEAS OF DECISION 


data makes it advisable to price the individual products in terms of 
'Vhat the traffic will bear/’ using production costs only to insure that 
total sales revenue on all products is enough to cover total production 
costs. 

MABKETiNO COSTS. Marketing costs, too, both affect and are affected 
by prices. They affect prices in that they make up part of the total de¬ 
livered cost of a product. At the same time, prices can increase or reduce 
marketing costs by affecting demand. A reduction in price may increase 
demand, making it possible to reduce selling costs (spending for adver¬ 
tising and personal selling), or, if selling costs are maintained at the 
same level, sales volume will increase and create a reduction in selling- 
cost per unit. This increased sales volume may also reduce per-unit physi¬ 
cal distribution costs by increasing to a more economical volume the 
units of product to be transported, stored, and handled. 

CONTRIBUTION TO OVERHEAD. Marketers often find it necessary to vary 
their prices among different purchasers. Large volume buyers may de¬ 
mand special price concessions not available to smaller buyers. Some¬ 
times these price differentials may be justified by savings in the cost of 
serving large accounts, which often require less salesman time, lower 
credit costs, and lower handling costs. But the demanded price conces¬ 
sion often may exceed potential savings, so that total income from the 
proposed transaction is not enough to cover an allocated share of total 
costs. The seller may still be willing to accept such an offer because of 
its expected contribution to overhead. As the current sales volume at 
normal prices is already great enough to cover total overhead, and the 
proposed sale at a special price will not increase the overhead, this sale 
need not bear an allocated share of overhead expense to yield net rev¬ 
enue. As long as the proposed price more than covers the direct, or out- 
of-pocket, costs of the transaction, the excess over direct cost represents 
profit. This excess over direct costs is called contribution to overhead 
because the transaction provides an additional contribution toward the 
payment of overhead expenses that would not otherwise be available.** 
Under the provisions of the Clayton Act, price concessions of this sort 
are of doubtful legality (See Chapter 10). 


The Markmt 

An understanding of the market for the product aids in the selection of 
the optimum price. Several market factors may affect the choice of a 

^Tht "contribution coiicrpt" id treated by: A. J. Bergfield, in “The Importance of 
( ost in Pricing." Prietnp: The Critical DeeiawM, AMA Managciuent Report Mo. 60, 

pp. 162.1. 
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price. These include the degree of product differentiation, patterns of 
consumer or user purchasing, elasticity of demand, and characteristics 
of the market. 

PRODUCT DIFFERENTIATION. If a producer can sufficiently differentiate 
his product in the eyes of consumers, he may be able to attract a group 
of customers to whom product differences will be more important than 
price. How far the producer can raise his price above those of com¬ 
petitors depends not only on the magnitude of product difference but 
on the importance of this difference in the eyes of consumers. In such 
instances, the loyal customer does not ignore price altogether but he is 
not likely to be attracted by a competitive product solely because of a 
small price difference. For example, a prospective ncw-car buyer with 
a strong preference for Chevrolet will not be persuaded to buy a Ford 
or a Plymouth because of a price difference, unless the difference is very 
great. Price is not unimportant to such a buyer and he may shop around 
among several Chevrolet dealers to get the best terms; but in selecting 
the brand, product differences are more important than price. The vari¬ 
ous characteristics that differentiate a particular product may range 
from fashion and styling to quality and durability, but to the extent that 
these qualities are important to consumers and industrial u-sers, they 
reduce the importance of price on the products that possess them. 

PURCHASING PATTERNS OF CONSUMERS AND USERS. Pricing decisioDS are 
also affected by the buying habits of consumers and users. Products pur¬ 
chased frequently can be sold profitably by middlemen at a low markup 
because of the resulting rapid turnover of inventory. When sales are 
high in relation to investment in inventory, it is only necessary to make 
a small margin of profit on each sale to achieve a large profit for the 
year. For this reason, grocery products can be profitably sold at an 18 
per cent markup, whereas hardware needs a 33 per cent markup, and 
jewelry a 60 per cent markup. The usual number of units of a product 
purchased also affects pricing decisions. Increases in unit sales can reduce 
marketing costs and at the same time increase consumption. It often 
costs very little more to sell six of an article than to sell one, so it is 
possible to offer a price reduction for quantity purchases. And these 
larger purchases can also increase total consumption because increased 
availability of the product often causes the consumer to use more. This 
is the reasoning that led the bottlers of soft drinks to sell six-packs 
for the price of five individual bottles. 

ELASTICITY OF DEMAND. The demand for a product is elastic when it is 
directly affected by a change in price, A 25 per cent decrease in the price 
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of fresh strawberries increase the volume of sales and total revenues 
received by sellers, whereas a 25 per cent increase in their price decreases 
both sales and revenue. Demand elasticity varies widely among different 
products. The demand for strawberries is elastic. The demand for coal 
is relatively inelastic. A small change in the price of strawberries can 
increase their consumption, but a small change in the price of coal will 
probably have no effect upon demand. Coal is an essential source of 
heat and energy, and a change in its price will have little effect upon 
the demand for energy. However, a large price increase may cause users 
to seek a source of energy less expensive than coal. When the demand 
for a product is inelastic, the marketer is reluctant to reduce his price 
because his income per unit is reduced without any compensating in¬ 
crease in unit sales. 

When demand is elastic, the pricing decision by the individual firm 
is a difficult one. No single firm can hope to take business from com¬ 
petitors through a price reduction, since such a reduction can and prob¬ 
ably will be met by the competition. A price change will be profitable 
to the individual firm only if it affects total demand, so that the in¬ 
crease in the number of units sold by the industry will be enough to com¬ 
pensate each firm for its loss of revenue per unit. And, if there are close 
substitutes for the product, changes in their prices may cancel out or 
reduce expected increases in demand. If profits are to be maintained, 
the unit costs of the additional products sold must decline by more than 
the price reduction. This is more likely to occur in industries with high 
ratios of fixed to variable costs, but this relationship is less common than 
might be expected.* 

A radical price reduction continuing over a period of years can some¬ 
times open broad new markets. On the demand side, the lower prices may 
open large untapped sources of demand. On the supply side, the larger 
volume may make possible the introduction of radical new methods of 
production that materially reduce costs. One of the best examples of 
such a decision was the reduction in the price of classical phonograph 
records from $2.00 to $1.00 in 1940 by Columbia Records, resulting in a 
tenfold increase in demand that more than compensated for the reduc¬ 
tion in revenue per record. There are many other less dramatic examples 
where the price reduction has been a gradual one, but the effect on de¬ 
mand has been the same. During the late 1950’8 the prices of transistor 
radios were reduced by more than half, and tbe total demand for these 
radios increased enormously. 


* For a moN dotailcd dueoMion of thia point and a ganeral diacuaaion of price redoo' 
tions and elaaticity of demand, aee: Clare B. Griffin, ''When ia Price Redaction 
ProfltaUe?' Harvard Baiinw Raview, Vol. 38, No. 5 (September'October I960}, 
pp. 13fl-lS2. 
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chahactbristics of the liABKET. A number of market charaoieristioi 
may affect pricing decisions. The rise of the market affects the potential 
sales volume. A large sales volume allows a producer to make use of 
the most efficient methods of distribution and promotion and so, corre¬ 
spondingly, to reduce marketing costs. The density of the market, or 
concentration of product users, also affects marketing costs. Any factor 
that may change marketing costs affects pricing to the extent that it 
determines the minimum profitable price. 

Another market characteristic affecting pricing decisions is the bar¬ 
gaining power of the buyer. The consumer goods manufacturer may 
have to offer special low prices to large buyers, such as chain stores, 
to persuade them to buy and resell his products. Similarly, the indus¬ 
trial goods manufacturer often must make price concessions to lar^ 
buyers to draw their patronage away from competitors. Price differen¬ 
tials such as these are limited, however, by federal legislation preventing 
discrimination among like buyers (see Chapter 10). 


Competition 

Under the system of imperfect (or monopolistic) competition prevalent 
in American business, each producer can gain a partial control over a 
segment of the market through product differentiation. This may allow 
him to set prices slightly higher than those of competitors, but when com¬ 
petitive prices go up or down, he must keep his own prices generally in 
line or the brand loyalty he has built will not be enough to keep his 
customers. 

Tlie tendency of businessmen to watch competitors' price changes re¬ 
duces the significance of price as a competitive weapon. Unless a price 
reduction is expected to increase total demand (as in the case of classical 
phonograph records cited earlier), it is not to the advantage of the in¬ 
dividual firm to reduce prices. Since competitors can be expected to 
match such price reductions, the firm initiating the reduction will gain 
no advantage from the action and all competitors will suffer a reduc¬ 
tion in profits.'^ On the other hand, competitors are unlikely to follow 
the lead on price increases unless these increases reflect an industry-wide 
rise in costs. This stickiness in prices, or reluctance to *'rock the boat" 
results in a policy called nonprice competition. In industries with ad¬ 
ministered prices management prefers to compete on the basis of prod- 

7 An exception to thie is predetory price cutting for the purpose of esteblidiing a 
monopoly, where, if successful, there is an erentnal reduction of the market alterna¬ 
tives at the primary level. When the predatory pricing has reduced competition, 
prices are increased to the normal level. For a detailed discussion of predatory pric¬ 
ing, see: Morris A. Ciopeland, "A Social Appraisal of Differential Pricing," Journat 
0/ Merketint. Vol. 6 (April 1942), pp. 177-184, and Robert C. Brooks. Jr., "Price 
Cutting and Monopoly Power," Journal of Morkotimg, Vol, 29, No. 9 (July 1961), 
pp. 44-9. 
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uct improvement or change, selling and advertising, and service rather 
than on price. In general, the fewer the firms in an industry, the greater 
the likelihood that they will compete only on these bases, that is, resort to 
nonprice competition. 

Customs of the trade also affect pricing decisions. In many indusi^es, 
prices are set according to some concept of a "just price" which is often 
simply a traditional price. This pricing practice is common in many in¬ 
dustries, and it acts as a control both over price rises and reductions.® 
For example, the five cent price for chewing gum and many candy bars 
has become a traditional one in the mind of the consumer, and he strongly 
opposes attempts to change it. During the period of sharp price inflation 
shortly after World War II when the general price level rose by more 
than fifty per cent in a couple of years, several candy bar manufacturers 
raised their prices to seven or ten cents to cover rising costs but were 
forced to return to the customary five cents because of buyer resistance— 
sales dropped alarmingly. Subsequently, a number of candy manufac¬ 
turers reduced the size of their candy bars rather than "tamper" further 
with the customary price. 

Producers of revolutionary new products have a wide latitude in set¬ 
ting the initial price of these products, since they enjoy a monopoly 
until competitors can enter the market. Yet, these producers are more 
likely to set prices that will yield a "reasonable" profit than to maxi¬ 
mize short-term profits. In the long run they are better off to attract the 
largest possible share of the total market before competitive products 
can be introduced. The lower profits may also discourage some potential 
competitors from entering the market. 

Legislation 

Pricing decisions may be either restricted or broadened by federal or 
state laws. (We have described this in detail in Chapter 10.) At the 
federal level, the Clayton Act, as amended by the Robinson-Patman 
Act, prohibits a number of pricing practices that discriminate among 
like purchasers These include cumulative quantity discounts, noncumu- 
lative quantity discounts in excess of actual savings, "dummy" broker¬ 
age payments and discriminatory promotional allowances. At the state 
level in the 31 states that have passed such legislation, pricing decisions 
are restricted by the Unfair Practices Acts, prohibiting sales below costs 
(or cost plus some designated markup). Pricing alternatives have been 
broadened in a majority of the states (46 states at last count) by the 
enactment of the state Fair Trade Laws, by modifying specific legal 
prohibitions against price fixing to permit a manufacturer to establish 
the minimum price at which retailers may sell his product to the con- 


S Dean, op. eil., p. 460. 
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aumer. Each of these laws has already been discussetl in detail in Chapter 
10, but th^ are mentioned again here because of their p(M«ibIe effects 
on pricing decisions. 


Economic Conditions 

Because of their effect on the demand for goods, changes in economic 
conditions affect prices. Recurring cyclical fluctuations with alternating 
periods of recession and prosperity have always been a characteristic 
of the American economy. The severity and length of these fluctuations 
varies from time to time, but the basic cyclical pattern remains. Each 
fluctuation, whether major or minor, affects the demand for goods to some 
degree because of its effect on personal income and consumer confidence. 
Since no satisfactory method has been devised to predict a change in the 
direction of economic fluctuations (the point at which the top or bottom 
of a cycle has been reached), manufacturers and middlemen find them¬ 
selves with a supply of goods in excess of demand at the start of a busi¬ 
ness decline and with an inadequate supply at the start of a business 
rise. The attempt to liquidate excessive inventories at the start of a 
recession results in widespread price reductions. The shortage of goods 
during a period of rapidly improving business conditions results in price 
increases. Because of the “stickiness” of administered prices, they adjust 
slowly to changes in economic conditions. During the periods of rapidly 
rising costs often found in the upturn of the business cycle, price rises 
may lag far behind the need for such changes. Similarly, the reluctance 
to change of administered prices delays necessary price reductions at 
the beginning of a recession and results in build-ups of inventory to ab¬ 
normally high levels. 


THf PRICING QECISION-MAKING PROCESS 

Pricing decisions should be made with an awareness of the company’s 
overall marketing environment. For example, since most companies find 
themselves limited to a portion of the market—possibly bcjcause of geo¬ 
graphical location, physical facilities, capital, or narrowness of product 
appeal—they find that they must tailor their prices to the custf)ms and 
needs of the particular market segment sought. In addition, pricing de¬ 
cisions must be made with the company’s public image in mind since 
unwise pricing decisions can damage, or at least unnecessarily alter, a 
favorable image that may have taken years to develop. Finally, price 
is but one element in an overall marketing strategy that includes the 
promotional mix and the product mix and, to achieve maximum effect 
from each of these elements, they must be carefully coordinated.® 

9 Alfred R. Oxenfeldt propones a six-stage sequential approach to pricing to insure 
that the final pricing decision is related to the overall marketing plan, l^ese major 
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A pricing decision is ultimately an intuitive decision. Althou^ some 
of the factors affecting prices lend themselves to quantitative treatment 
or objective evaluation, the consumer values relating to a product are 
highly subj^ive. To the ext&kt that these subjective factore are allowed 
to influence the pricing decision, the price«setter must rely on his intuitive 
judgment. 

Most pricing decisions start with an analysis of cost for if a company 
is to achieve its profit-making objective, total product sales over the 
long run must yield an income in excess of costs. In oligopolistic indus¬ 
tries where price competition is avoided, cost plus a "reMonable*' profit 
may be the only factor considered in selecting prices. The inherent weak¬ 
ness in this approach, however, is that it is based on the assumption that 
costs of every product represent a distributed share of fixed costs, or 
overhead. Since the number of units produced and sold can often be 
increased considerably without increasing overhead, an increase in sales 
may reduce total per-unit costs by making it possible to distribute fixed 
costs over a larger number of units. Under these conditions, a company 
may gain a larger profit from a price reduction that will increase demand 
enough to lower unit costs in an amount equivalent to the price cut. 

To illustrate, let us assume that a manufacturer of toothbrushes sells 
100,000 brushes per month at 40^ each. His total tmit cost is 38^, yielding 
a profit of 24 per unit, or $2,000 per month. Overhead costs are $10,000 
per month, or 10^ per unit at the 100,000 unit volume, but he estimate 
that he can increase production by as much as 50 per cent without in¬ 
creasing total overhead. In a market test he finds that a 24 reduction in 
selling price, from 40 to 38^, will increase his sales to 125,000 brushes 
per month. At this new volume, the $10,000 overhead costs can be divided 
among 125,000 units, and the allocated overhead cost per unit will be 
84, a reduction of 24 pei unit. This reduction of 24 in the cost per unit 
will equal the reduction in selling price so that the profit per unit will 
remain unchanged. With the increase in units sold, the monthly profit 
will be $2,500, $500 more than at the higher price. 

The decision procedure described above is called break-even analsrsis 
(and is described in detail in Chapter 12). It provides a much more 
reasonable basis for price selection than costs at a single level of pro¬ 
duction, but to use it effectively it is necessary to introduce a highly 
subjective factor^—analysis of demand at various price levels. For this 

elomente in pricing are: (1) eeleoting markst targets; (2) choosing a brand image; 
(S) composing a marketing mix; (4) selecting a pricing policjr; (5) determining a 
pridiig strategy; and (6) grriving at a qwcific price. This is a useful etmotpt, but 
in our opinion the first thiee stages constitute the environment for pricing rather 
than stages in the pricing process. For further details on Oxenfeldt's approach, see: 
Alfred R. Oxnnfeldt, "Multi>6tage Approach to Pricing,*’ Sarvard Rminess Acoieic, 
Vol. 38, Ko. 4 (JttlyAugust 1980), pp. 135*133. 
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reason, firms that might profit from break-even analysis may stidr to 
present costs in figuring prices. 

Demand analysis, or evaluation of the maiket for a particular product, 
is potentially the most valuable single basts for making pricing deci¬ 
sions. The price consumers are willing to pay for a product may have 
no relationship to cost. Unless demand is inelastic, the number of people 
willing to buy a specific category of goods varies inversely with price— 
the lower the price the greater the demand. The analysis of demand a^ 
various levels produces a demand schedule showing the number of units 
that can be sold at various prices. The construction of a demand schedule 
requires a number of subjective estimates or assumptions about con¬ 
sumers’ wants and preferences. This is an area of intuitive decision¬ 
making where an executive may make use of certain specific data, such 
as income distribution, but where the final decisions are based on his own 
general knowledge of the market. Even when an administrator is willing 
to rely on his intuitive decision-making ability to construct a demand 
schedule, he faces a formidable task. He must estimate the demand 
at all prices when he is not even certain of the demand for his product 
at one price. Studies of actual pricing practices show that demand analysis 
is rarely used.^® 

The relationship of a product’s price to those of competitive products 
requires management decisions. A marketer may be able to vary hie 
prices from competitive prices if his product is differentiated from com¬ 
petitive products. The diflBculty lies in measuring the values attributed 
to his product by consumers. For some products, a small price rise will 
cause many customers to buy a different brand. The soap manufacturer 
who distributes coupons entitling the buyer to a five cent price reduction 
on the product hopes that this small price differential will attract many 
buyers of competitive products and that their brand preferences will be 
changed after they try his product. Yet, other products can retain con¬ 
sumer loyalty even with a large price differential because infrequency 
of purchase or the importance of quality makes the buyer unwilling to 
experiment. In the final analysis, the determination of how much a price 
may vary from that of competitive brands—if at all—depends on sub¬ 
jective factors. 

Attempts have been made to make pricing decisions more objective 
by designing pricing models, but, because of the many subjective fac¬ 
tors involved, no practical model has been developed. The number of 
assumptions and hypothetical relations necessary to construct such a 

IS Two laeh ttudiM, made almoat twentr yeari apart, are; R. L. Hall and C. J. Hitch, 

Price rSeery and Bu$ine$$ Behavior, Oxford Clarendon Preaa, 1939, Oxford Economic 

Paper No. 2; and Robert F. Lansillotti, '^Pricing Objectirea In Large Companiea," 

AmtorioMt Beoaomie Bovioto, December 1958, pp. 920-940. 
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model d^roy its practical usefulness.'^ Pricing executives try to make 
their decisions as objective as possible, but their decisions are still pri¬ 
marily intuitive. The willingness of many companies to follow a policy 
of nonprice competition and, thus reduce the number of pricing de¬ 
cisions to a minimum is partly explained by this situation. 

The price decision-making process described on the preceding pages 
is based on the objective of maximising profits. Robert N. Anthony be¬ 
lieves that profit maximisation is not the dominant object of American 
business, and he ascribes a simpler process of making pricing decisions 
to the average businessman: 

He builds up a cost—including direct costs, a fair share of indirect costs, and 
a satisfactory profit margin; he speculates wht'lher he can probably obtain 
an adequate volume at a price based on this cost; he considers competitive 
pressures and strategic matters; and thus he arrives at hi.** price. He may 
vary the profit margin, depending on circumstances, and he may also vary 
the cost by changing tlie design of the product, but his starting point is a 
price based on total cost as derived from a conventional cost accounting 
system, not a price based on marginal cost. His reasoning is that if each 
product contributes a fair share toward overhead costs and profit, then he 
will make a satisfactory profit on the aggregate of all products. 

The emphasis in this pricing process is on “satisfactory” profit rather 
than on maximum profit. 


SOME BASIC PRieiNO POLICIES 

Price policies set the framework within which day-to-day pricing de¬ 
cisions are made. Many pricing decisions are made by a single market¬ 
ing executive, but basic pricing policies are generally established by top 
management. Although these policies should be subject to periodic review, 
they represent an important part of the image a company projects to 
the public and are not changed frequently. The number and kinds of 
pricing policies vary according to the needs of the individual firm. The 
more important of these are described on the following pages. 

The General Price Leva/ 

This very important pricing policy is often taken so much for granted 
that it is not expressed in writing; most firms simply follow a policy of 
pricing their products at the same level as competitive products. In these 
instances, management attempts to eliminate price as a competitive 

It See: David W. Miller and Martin K. Starr. Eseewiive DeeMotu and Operationa 
Reaearek (Englewood Cliffs. N.J.: Prentice-Hall, 1960), pp. 219-223 for an intereating 
illustration of a hypothetical pricing model. 

tst Robert N. Anthony, “The Trouble with Profit Maximiaation,” Harvard Haaioeat 
.Reviaw, Vol. 38, No, 6 (November-December 1960), p. 129. 
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weapon, choosing to rely instead on factors such as product differences, 
service, and promotion. 

A less common policy is that of pricing above competitors’ prices. 
Higher-than>average prices are sometimes used to denote an impression 
of above>average product quality. Consumers often relate a product’s 
price to its quality, particularly when it is difficult to judge quality at 
the time of purchase. In these instances, they may be willing to pay a 
little more money for what seems to be the better product. Higher-than- 
average prices also may be used to gain the cooperation of middlemen. 
If a manufacturer wants particularly aggressive selling and promotional 
efforts from wholesalers and middlemen, he may offer them above- 
average margins. These higher markups are passed on to the consumer 
in the form of higher prices, but it is exi>ected that the increased dealer 
cooperation will more than compensate for the higher prices and should 
actually increase sales. For a brand to compete successfully at a price 
above the market, it must either be strongly differentiated in the eyes 
of the consumer so that he believes it is different from competitive brands, 
or it must be strongly promoted by middlemen. 

Many firms, however, do follow a policy of pricing u!uler the market. 
Sometimes a firm has lower costs because its product is of lower quality, 
and this leads it to price its product under tlxise of competitors. At other 
times, a firtn substitutes a lower price in place of pr(»motional efforts 
(which also cost money) used by its competitors. In all cases, however, 
firms following this policy must either have very low costs, or be willing 
to accept a very low gross margin and profit per unit in the hope of 
radically increasing sales volume. 


Uniformity of Consumer or User Prices 

Every marketer must face the decision whether or not to offer uniform 
prices to all buyers. Fixed prices are easier to administer, but negotiated 
prices are the better alternative in some instances. And, if uniform prices 
are deemed desirable, resale price maintenance offers the oj>portunity 
for the producer to insure equal prices at retail to all consumers. 

FIXED PRICES. Businessmen generally prefer to market products or 
services on a fixed price basis, that is, offering exactly the same price 
to all like purchasers. Most consumer goods and many industrial goods 
are priced on this basis in the United States today, but in some other 
parts of the world, particularly in the developing countries, negotiated 
pricing is common even for consumer goods. Fixed prices offer several 
advantages to the seller. First, they provide a uniform return from each 
sale, making it easier to forecast income and profits. Second, selling time, 
and hence selling cost, is reduced when it is not necessary to conduct 
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lengthy negotistions before each sale. And, third, all purchasers are 
Ipven fair and equal treatment by the seller, reducing the danger of 
alienating customers because of preferential treatment of others. 

NEGOTZATBD PBiOES. Despite the advantages of fixed prices, negotiated 
prices are common in industries where a considerable amount of money is 
involved in each sales transaction. It is hardly worth a consumer’s or a 
retailer’s time to bargain over the price of a pound of coffee, and the loss 
of an individual sale is not important enough to the retailer to cause him 
to reconsider his price. But, in buying an automobile, a consumer is will> 
ing to exert considerable effort to obtain a lower price. At the same time, 
the sale of each automobile is important enough to the dealer for him to 
hesitate to lose a sale because of a few dollars. The bargaining power of 
individual purchasers varies with the size of the transaction. In the indus¬ 
trial market, a large buyer generally represents a greater potential for 
future business than a small buyer, so a seller will make concessions to 
retain the large buyer’s patronage. In addition, some consumers have 
greater bargaining power than others because of their ability to buy for 
cash. For these reasons, negotiated pricing exists in many industrial mar¬ 
kets and even in some consumer goods markets. Although many sellers of 
durable consumer goods are reluctant to admit that their prices are not 
fixed, very often they “hold to” fixed prices and negotiate on the value 
of “trade-ins” instead. 

RESALE PRICE MAINTENANCE. Some manufacturers wish to control the 
retail prices at which middlemen sell their products to ultimate consumers. 
There are several reasons for following a policy of resale price mainte¬ 
nance. The manufacturer may wish to establish a customary standard 
price for his product, a price with which the consumer becomes familiar. 
Yet, without some control, even though each retailer has some fixed price 
policy, the price of a given product may vary considerably among re¬ 
tailers. Another manufacturer may be strongly opposed to the use of his 
products as price leaders, since some retailers may sell a well-known 
brand at less than normal price to attract consumers to their stores, and 
to persuade them to believe that the prices on lesser-known products may 
be just as low. When a manufacturer relies heavily on retailers to sell his 
products, he is anxious to retain their loyalty; so, he protects them from 
the competition of price cutters by controlling retail prices. For example, 
many manufacturers of men’s sportswear, even though they advertise their 
products aggressively, depend on retailer cooperation to pemuade jbhe cus¬ 
tomer to buy, for they cannot presell their products when the consumer 
must evaluate color, fashion, styling, and fit at the time of purchase. An¬ 
other manufacturer may wish to maintain retail prices because he believes 
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that the price of his products bears on tbe consumers’ evaluation of qual¬ 
ity. For example, most manufacturers of sterling silverware are strong 
advocates of resale price maintenance because they think consumers jud|e(i 
the quality of their products at least partially in terms of price. 

The proportion of manufacturers making use of r^le price mainte¬ 
nance is small, because many manufacturers are not Hbthered by retail 
price differentials on their products, and actually welcome any pricing 
practice that increases the sale of their products. In addition, a price 
maintenance policy is difficult to administer and enforce, since most man¬ 
ufacturers have little or no direct contact with the retailers of their prod¬ 
ucts. And, in the states that do not have fair trade laws, tlie manufacturer 
can only suggest, not enforce, retail prices. 

In recent years, many manufacturers who have used resale price main¬ 
tenance have found they had overestimated its importance. “Bootlegging” 
of fair-traded appliances by discount houses eventually persuaded a num¬ 
ber of manufacturers to abandon their policies of resale price maintenance, 
because they discovered that price cutting had no harmful effect on the 
reputation of their products, and the increased sales volume from these 
new outlets compensated for loss of volume from disgruntled regular 
dealers. 

* 

Price Oifferenfiofs 

Sellers following established policies will nevertheless often vary their 
prices under certain different conditions. Price differentials may be based 
on siae of purchase, type of customer, and geographical location of the 
purchaser and seller, and, normally, price differentials of this sort are of¬ 
fered to all purchasers who meet similar conditions. 

QUANTITY DISCOUNTS. It is common practice to offer price reductions 
on purchases larger-than-usual. Through the use of such reductions— 
called quantity discounts—sellers try to increase sales by passing on to 
the buyers part of the savings that can result from large purchases. These 
savings can sometimes be considerable for it may take little, if any, more 
of a salesman’s time to sell a very large order than to sell a small one. 
And the same holds for the costs of order processing, order filling and 
billing, and transportation costs, which will also be cheaptn* per unit on 
large shipments because of quantity rates offered by the carriers. Because 
of the cost reductions possible on large sales, many marketers are willing 
to offer price reductions to encourage large-quantity purchases. 

The Clayton Act, as described in Chapter 10, restricts the use of quan¬ 
tity discounts. A firm planning a policy of quantity discounts must keep 
two restrictions in mind: The discounts must reflect actual savings; i.e., 
the price reduction can be no larger than the actual savings resulting from 
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the larger quantity ordered. And the diseounts must be made available on 
equal terms to all like purchasers. Within these restrictions, quantity dis¬ 
counts offer an opportunity to reduce marketing cents and increase market 
penetration. 

PRICE DipPERBiftiALS AccoRoiNG TO CLASS OF BUYER. A manufacturer 
will often sell the same product to more than one class of buyer. For ex¬ 
ample, a paper manufacturer may sell typing paper to wholesalers, to 
retail chain stores, and to businesses buying for their own use. Some pur¬ 
chasers in each of these three categories may buy approximately equal 
quantities on each order, and the manufacturer should sell at the same 
price to each of these three purchasers if his pricing policy is based solely 
on direct mariceting costs. Other conditions, however, may make it advis¬ 
able to establish different prices for each. Let us assume that 75 per cent 
of his sales are made through wholesalers This channel of distribution is 
essential to his success, and he may be reluctant to take any action that 
will antagonize or threaten the wholesalers and the retailers they serve. 
If he offers a chain store the same price he would offer to wholesalers, it 
will be able to undersell the independent retailers served by the whole¬ 
salers. For this reason some manufacturers offer lower prices to whole¬ 
salers, than to even very large retail chains, regardless of the volume pur¬ 
chased. A company’s policy on prices to different classes of customers 
depends, then, on the importance of each class of buyer and its relative 
bargaining power.** 

GEOGRAPHICAL PRICE DIFFERENTIALS. As the distance from the point of 
manufacture to the point of sale is increased, transportation costs increase. 
The costs of supplying buyers in different geographical areas vary accord¬ 
ingly. These transportation costs can be handled in two ways: by passing 
them on to the buyer directly, or by including them in the selling price. 

Transportation costs are passed on to the buyer directly by quoting him 
a price at the factory. Under this method, which is called f.o.b. pricing, 
a buyer is expected to pay all transportation charges from the factory to 
his premises. Because it is easy to administer and offers equal treatment to 
all buyers, this is the most common way of handling geogr^hical pricing. 

Including transportation costs in the selling price is called delivered 
pricing. In its simplest form, this pricing method provides a single de¬ 
livered price in an entire market—a “postage stamp price.” “Pewtage 
stamp pricing” is used by manufacturers of chewing gum and candy bars 


IS For a good discuBsion on thii topic, see: Don V. Petrone, 'Trice Policy in Selling 
Through Distributors, WholesalerB, and Jobbers,” Prieinp: The Critical Deeinea. 
AMA Management Report No. SS, p. S9. 
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so that their products can be sold at the same prices throughout the nation. 
Instead of using a single delivered price for the entire market, some manu¬ 
facturers divide the market into sones and set different prices in each 
*one, depending on the distance of the sone from the factory. Zoned pric¬ 
ing still permits the seller to quote the same price to a large group of 
buyers in a geographical region, but it allows him to divide the total trans¬ 
portation charges more closely in line with the actual costs incurred. A 
market may be divided into any number of sones. For example, some 
manufacturers located in eastern United States divide the nation into two 
sones and advertise a single price with the qualiticatiun that *‘pric» are 
slightly higher west of the Mississippi.” Delivered pricing is used, by man¬ 
ufacturers who desire to maintain price uniformity in their markets. Under 
this policy, total transportation costs are averaged and an equal share is 
added to the price of each unit sold. 


Guaranty Against Price Decline 

A seller may offer a guaranty against decline in prices in order to persuade 
buyers to buy (]uantities in excess of their immediate needs. For example, 
air conditioner manufacturers have a seasonal market covering leas than 
six months of the year, but they can reduce production costs by producing 
air conditioners all year. In an effort to reduce investment in finished 
goods inventory during the non-selling season, an air conditioner manu¬ 
facturer may offer distributors special discounts for preseason purchases. 
But if a distributor thinks there is a possibility of price reductions in the 
industry before the selling season, even a discount will not persuade hin^ 
to buy. To overcome this fear, the manufacturer may agree to refund an 
amount equal to any price declines before some specified date. Guaranties 
against price declines are also used commonly on products whose prices 
fluctuate rapidly. 


Outright Sala or Leas* 

Leasing offers an alternative to outright sale of goods. Several conditions 
may cause a buyer to find leasing an attractive alternative to purchasing. 
When a product has an unusually high rate of obsolescence, the product 
user can, by leasing, avoid the cost of premature write-offs. Complex prod¬ 
ucts requiring continuous and expert servicing and maintenance are some¬ 
times leased because the users wish to avoid this responsibility. The 
product user who wishes to minimise his investment in fixed assets ban 
accomplish this through leasing. Complex computers are often leased be¬ 
cause of all three of these reasons: rapid obsok^scence, extensive mainte¬ 
nance, and high cost. The leasing of fleets of automobiles and trucks, a 
rapidly expanding business practice, appeals to users primarily as a meaiw 
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of reducing capital investment, but it also Amplifies maintenanee prob¬ 
lems and often reduces maintenance cost. 

A seller’s decision to lease rather than to sell his products depends on 
several factors, l^easing requires a large capital investment in inventoiy, 
and it should produce as high a net return as other possible uses of the 
capital. The lessor is ordinarily r^raponsible for maintaining the goods in 
operating condition. The manufacturers of some products—computers, for 
example—^must assume the maintenance responsibility anyway because 
most users do not have the necessary facilities or personnel. And, when 
maintenance becomes an added responsibility of the seller simply because 
of leasing, the rental income must be enough to cover the cost. Sometimes, 
buyers are reluctant to invest in expensive equipment because of rapid 
obsolescence and leasing may be the only way a manufacturer can place 
his product in the hands of users. 

In the rare instances where a producer enjoys a temporary monopoly 
because of patent protection, leasing may offer a means of maximizing 
profits, for the total rental-income over the life of a product may consider¬ 
ably exceed the maximum price a buyer would be willing to pay. Of course, 
this method of maximizing profits through leasing is not available when 
competitors can sell a similar product outright. 

Participation in Competitive Bidding 

Under the practice of competitive bidding, a buyer asks two or more 
competing suppliers to submit bids on a proposed purchase or contract 
and, after receipt of the bids, awards the business to the bidder offering the 
best proposal. A proposal may be selected as best for a number of reasons 
—e.g., price, delivery dates, reputation for quality—depending on what is 
most important to the buyer. Competitive bidding is restricted almost en¬ 
tirely to the selling of industrial goods, and is used most frequently on 
expensive installations and special order goods, such as manufactured 
parts or subassemblies for the buyer’s finished product. Special order goods 
have a wider than normal potential price variation because the suppliers 
who are asked to quote a price have no opportunity to compare with the 
prices of competitors, as they can with standard products sold on the open 
market. For this reason, buyers may find it to their advantage to ask for 
competitive bids. In the case of expensive installations, the individual sale 
is important enough that the seller may be willing to shade his price to 
obtain the order. Competitive bidding provides the machinery to achieve 
this price bargaining. In addition, government purchasing agents at all 
levels of government are ordinarily required to request competitive bids 
on most of their purchases. 

In some industries, competitive bidding is the ^neral rule and indi- 
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vidual manufacturers have virtually no choice hut to partieipate. But in 
other industries, only a part of the volume is sold on this bai^, and each 
manufacturer must decide whether it is to his advantage to participate. 
For example, a typewriter manufacturer who sells to industry on a uni¬ 
form price basis must participate in competitive bidding if he decides to 
seek orders from governmental agencies. Since many sellers believe that 
competitive bidding reduces comfietition almost entirely to a price basis, 
they may prefer to avoid this kind of business, unless the share of the 
total market involved is too large to ignore. 

It is probably true that price has a greater influence on the buying de¬ 
cision under competitive bidding than under other pricing methods, but 
it does not follow that other factors, such as product differentiation, pro* 
motional activities, and service cease to be important. Contracts are fre¬ 
quently awarded to other than the lowest bidder because of one or more 
of these factors. An effective salesman can often remove competition from 
government bids by persuading the purchasing agent of the value of a 
differentiating characteristic of his product so that he will include this 
characteristic in his written speciflcation. In effect, this eliminates com¬ 
petitive products from consideration. In many instances, the agent may 
pass over the lowest bids to buy from a supplier whose product and serv¬ 
icing have been demonstrated to be superior. Also, in nongovernmental 
bidding the purchaser will sometimes allow a favored supplier to meet 
the lowest bid of a competitor. 

When all other factors are equal, awards are made on the basis of price. 
For the seller, the difficulty in these situations is in selecting the price that 
will maximize potential profit. Too low a price may eliminate profit or 
reduce it to an unacceptable level, and too high a price will decrease the 
probability of receiving the award. Miller and Starr have deigned a 
competitive-bidding model for determining the optimum bid.*^ Using max¬ 
imum immediate profit as a marketing strategy, the following formula can 
be derived: 

Expected profit = p(x — c) 

In this formula, p = the probability of receiving the award, x = the 
amount of bid, and c = cost of fulfilling obligations under contract. The 
difficulty in this model lies in the determination of the probability of 
award. To prepare a table of probabilities, it is necessary to analyze the 
past actions of competitive bidders on other bids. The collection of the 
data necessary for use of this model is a big task, but if the model is used, 
it reduces the uncertainty in selecting the best bid. 

14 See: David W. Miller and Martin K. Starr, of. ett., pp. 223-238 for a oomplete 

deecription of this modd. 
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Although the distinction between pricing policy and pricing strategy is not 
always a clear one, there is a clear distinction as th^ are used in this 
book. Poliries deal with situations of a recurring nature that can be pre¬ 
dicted and expected, and strategy deals with special situations of a non¬ 
recurring nature, for which policies have not been formed. 

In setting pricing strategy, management ordinarily tries to find a solu¬ 
tion to conform to the overall marketing program, promotional mix and 
pricing policies. Thus, if a large and Aggressive new competitor entera the 
market, a new pricing strategy may be necessary to counter the competi¬ 
tion. If the new company continues to upset the pricing structure over a 
period of time, a new pricing policy may become necessary. In some situ¬ 
ations it becomes necessary to depart from normal pricing policy to adjust 
to a special situation. 

A large number of American businesses faced this kind of special situa¬ 
tion for a number of years after 1958. For many industries this was a 
period of almost stable prices, even during the business upturn of 1961. 
This stability has been explained by the increasing number of businesses 
operating below capacity, the slower overall rate of growth of unit sales 
volume in most industries, and the increasing strength of foreign competi¬ 
tion. The stabilizing effect of all factors on sales volume has made busi¬ 
nessmen reluctant to raise prices, even to cover higher costs. For those 
companies accustomed to setting their prices on the basis of cost, this has 
involved a new pricing strategy. Some experts claim that this is not a 
temporary situation: "An analysis of price trends by companies and by 
products suggests that more and more companies are having to do busi¬ 
ness in a competitive context in which it is no longer possible to adjust 
prices to absorb increasing costs and, by doing so, to maintain or increase 
their levels of profit.” These companies have had to change their bases 
for computing prices from "cost plus” to "what the market will bear.” If 
the situation remains unchanged indefinitely, what started out as a tem¬ 
porary pricing strategy may end up as a permanent change in the basis 
used for establishing prices. 

IS J, Boger Morriaon and Ricbard F. Neuachol, "The Second Squeeze on Profits," 
Harvard Sutiaest Eaview, Vol. 40, No. 4 (July-August 1962), pp. 68-9. 

CONCLUSION 

Most prices today are administered prices, resulting from manage¬ 
ment decisions rather than the interplay of natural forces. Costs 
set a lower limit on prices, and these data are fairly objective, 
but other factors affecting prices are highly subjective. Thus, the 
pricing decision is an intuitive one. 
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It is important to remember that the price setter works within 
a social framework. His actions are guided to some extent by 
society’s assessment of a fair price. For example, businessmen are 
subject to pressure from society and, through society, from gov¬ 
ernment to postpone price increases in time of inflation. Failure 
to recognize such pressures can result in consumer dissatisfaction 
and even government interference. The public furor over the rise 
in steel prices in April, 1962 is a case in point. 

QUISTtONS ANO PROtUMS 

1. Administered prices, if widespread within an industry, ere 
likely to lead to collusion and monopolistic practices. Do you 
agree? Why or why not? 

2. Why do you suppose so many producers rely primarily on 
cost rather than market factors as the basis for setting prices 
on their products? 

3. Can you relate contribution to overhead to the willingness or 
unwillingness of producers to sell a part of their output to 
middlemen for private branding? 

4. Is long-run profit the most satisfactory criterion in setting 
prices? Why is it not used more than it is? 

5. Since elasticity of demand applies to industries rather than 
to the products of individual firms, demand elasticity should 
not be a factor in the pricing decisions of individual firms. 
Discuss this statement. 

6. Why are producers generally much more reluctant to use 
price than promotion as a eompetitive weapon? 

7. The existence of administered prices tends to increase the 
impact of economic fluctuations of price levels. Would you 
agree that this is true? How? 

8. Pricing above the market is less likely to be successful with 
products sold in self-service than in full-service stores. Why? 

9. Explain why negotiated prices are more characteristic of the 
market for.industrial goods than consumer goods. 

10. Would you agree that resale price maintenance is clearly to 
the disadvantage of the consumer? Explain your answer. 

11. It is clearly unethical, if not illegal, for a manufacturer to 
sell his products at lower prices to wholesalers than to re¬ 
tailers under equal conditions. Do you agree? Explain. 

12. In your opinion, do the advantages to the manufacturer of 
using delivered pricing outweigh the disadvantages of this 
pricing policy? Explain. 
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13. The decudon to use leasii^ rather than outright sale as a 
pricing policy is really a financial, not a marketing, decision. 
Fleam cmnment. 

14. Purchasers who insist on buying on the basis of competitive 
bids often eliminate their best sources of supply because thme 
sellers won’t be bothered with bidding. Is this probably true? 
Why should a producer deliberately avoid large sales to gov¬ 
ernmental agencies required to buy on this basis? 

15. Would you agree that the competitively strongest businesses 
are more likely to prefer a fixed price policy, and the weak¬ 
est prefer to negotiate prices? Explain. 
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When he comes to consider his advertising needs, the 
marketing decision-maker finds himself faced with many 
challenging problems. The most basic of these is whether 
the company should advertise at all, and only if he knows 
what advertising can and cannot do will he be able to 
reach a rational decision. If he decides to advertise, he 
will have to make several related decisions. Should the 
firm handle all of its own advertising, or should an ad¬ 
vertising agency be retained? Which advertising agency 
should be selected? How much money should be invested 
in advertising? What measures of advertising effective¬ 
ness should be used? How should the advertising appro- 
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priation be allocated among the different media that will be used? Should 
the firm engage in cooperative advertising? These and other important 
decisions will have to be made. 

Our main focus in this chapter is on the management of advertising 
effort. Because of their specialised nature which miJces them subjects 
more properly covered elsewhere, such technical details of advertising 
production as copy, layout, illustration, and type styles do not enter the 
discussion.^ Certainly it should not be inferred that it is unimportant for 
the marketing decision>maker to be familiar with the technical side of 
advertising, for such knowledge is very important to him, particularly 
when he must consider the appropriateness of copy, layout, and the like, 
in relation to the company’s advertising objectives. 

INVIRONMENT FOR DECISION-MAKINO 

Advertising is largely wasted unless full account is taken of the environ¬ 
ment in which it is applied. Essentially, advertising is a controllable 
marketing factor, but it is applied within a framework made up of a host 
of uncontrollable marketing factors. These include such elusive ones as 
the differing psychological makeup of consumers, the economic and non¬ 
economic motives causing them to buy or not to buy, and the influences of 
various kinds of group pressures. 

Within the company itself, advertising decisions influence and are influ¬ 
enced by decisions on other marketing and non-marketing factors. Adver¬ 
tising decisions and decisions on the nature and direction of personal 
selling effort are inextricably linked, and both groups of these decisions, 
in turn, are tied to those in such areas as pricing, distribution channels, 
and physical distribution management. Furthermore, advertising decisions 
are linked to financial decisions as, for example, in the decision on what 
amount will be invested in advertising. 


ADVERTISING AND PROFIT 

The long-term objective of advertising, as of every other business activity, 
is to increase the firm’s net profits over what they would be without it. In 
some cases increased profits are clearly also the immediate goal, but in 
others this is not as apparent. Specific advertisements and campaigns, for 
instance, are often aimed at such immediate goals as these: obtaining 
“leads” for salesmen, paving the way for salesmen’s calls, maintaining 
customer contact between salesmen’s calls, securing new dealers and dis- 

1 The reader intereited in the technical aapecta of advertning production ia referred 
to any of the many baaic text# in that field. Among theaa, are: O. Kleppnar, Adi;ar> 
Proet4ur«f 4th ed. (New York: Prentice-Hdl, IdSO); C. H. Sandage and V. 
Fryburger, Air«rH»i%g Theorg and Practice, 5th ed. (Homewood, Ill.: Richard H. 
Irwin, 1958); and H. W. Hepner, Modern Advertieing Practice* and Principle* (New 
York: McGraw-Hill. 1956) 
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tributoFB, compelling present middlemen to continue handling the product) 
building lists for direct-mail advertising, and inducing purchase of a 
product of which the advertiser’s product is a component.* But these 
short-term objectives, if achieved, are likely to contribute to increased 
net profits over the long-run. Thus, the quest for greater profits provides 
the principal, if not the only, motivation underlying the advertising efforts 
of most businesses.* 


APPtAiSINO THi ADVIiTISIN« OPPORTUNITY 

Should a firm advertise a particular product? The answer is “Yes, if there 
is sufficient opportunity for improving the firm’s net-profit iwsition.” An 
“advertising opportunity” is present when the use of advertising is capable 
of bringing about an increase in sales large enough to cover all added 
costs involved in handling the added volume of sales (including advertis¬ 
ing costs) and still have enough left over to make a contribution toward 
net profit. Thus, in a firm operating at a ten per cent rate of profit, a 
proposed $10,(KK) advertising program would constitute an advertising op¬ 
portunity only if it could be expected to increase sales volume by more 
than $100,000, since the added cost of advertising would eat up the profit 
on the first incremental $100,060 of sales. 

Determining the presence and extent of an advertising opportunity is 
not easy, and sometimes the only way is just “to try it and see.” But most 
advertisers need not resort to trial and error if they have sufficient and 
reliable information on which to base rational decisions. Detecting adver¬ 
tising opportunity requires rigorous qualitative analysis of the market, 
the product, and the distribution system. Measuring the extent, or size, of 
the advertising opportunity requires much additional information, most 
of it quantitative. 


Kinds of Advertising Opportunity 

There are two broad categories of advertising opportunities. First, there 
are opportunities to. stimulate primary demand—i.e., demand for the type 
of product apart from specific brands (e.g,, demand for electric refriger¬ 
ators apart from demand for Norge or Kelvinator or other brands of re¬ 
frigerator). Relative to the product life cycle, then, stimulation of primary 
demand precedes stimulation of selective demand. Consumers must want 

2 This by no meani exhauaU the variety of udvertiaing’a immediate goala. For a 
more extenaive Hating, aee A- W. Frey, Advertising, 2nd ed. (New York: Ronald 
Preaa, 1963), pp. 14-15. 

s However, thia ia not to deny that certain buainesaeM devote aoroe advertiaing dollara 
to anch purpoaea aa: influencing public opinion during atrikea, promoting facilitiea, 
and building the corporate image. Sven here, though the relation of immediate pur- 
poae to long-term profit ia leaa direct and probably inipoaaible to meaaure, it ia atill 
true that greater profita in the long-run provide one of the chief motivationa for the 
advertiaing. 
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the generic product (ae marketing people generally describe a type of 
product) before they can want some brand of it. Thus, after introducing 
a new kind of product, a manufacturer will normally concentrate on ad* 
vertiaing intended to etimulate. primary demand. As the product type gains 
acceptance, the manufacturer may gradually change over to advertising 
that is designed to stimulate selective demand. For example, when R.CA. 
introduced color television, it was the only manufacturer, and its total 
promotional efforts were devoted to persuading consumers to buy color 
instead of black and white television. After General Electric, Zenith, and 
other television manufacturers entered the color television field, R.G.A. 
changed its advertising to emphasize the special advantage of R.C.A. color 
television over competitive color sets. Many products, however, continue 
to require advertising aimed at stimulating primary demand because they 
are in direct competition with some different product type. For example, 
tea, certainly not a new product, must continually compete with coffee for 
primary acceptance. In other situations, the product type may be in indi¬ 
rect competition for the consumer’s dollars. For example, home organs and 
color television sets both may compete for the same individual consumers’ 
dollars when they cannot afford to buy both. It is not unusual, then, for 
primary demand advertising to be used even for “mature” products. But 
in all cases, primary demand must exist before selective demand can be 
stimulated. 


Naturm of Domand 

If advertising is to result in additional net profits, it usually must pro¬ 
duce additional sales volume. However, additional net profits may 
also result if advertising just proves to be a more economical means of 
getting business than personal selling. In either situation advertising must 
be capable of causing sales, or else there is no justification for advertising. 

If demand can be stimulated through advertising alone, it is said to be 
“expansible.” * Demand expansibility should not be confused with demand 
elasticity, as defined in Chapter 18, which describes a situation where 
changes in price will affect demand. Demand is expansible if an increase 
in advertising results in greater sales of the product or brand with no 
change in price. If it does not, or if the price must be cut to produce addi¬ 
tional sales, demand is inexpansible. To stimulate primary demand on a 
profitable basis, then, demand must be expansible. An expansible demand 
is not a necessary condition for the profitable stimulation of selective de¬ 
mand, inasmuch as selective demand advertising may succeed in winning 

i The expanaibiiity-of-demand ronpept wna first used by Profeuor M. T. Copeland in 
his marketing course nt the Harvard Business School in the mid-1920'e. Some writers 
tiae another term, promotional elasticity, when referrii^c to demand ezpanaibility. 
For inatance, aee: J. Dean, Managerial Beonomiet (Englewood Cliffs, XJT.: Prentice* 
Hall. 1951), pp. 161-163. 
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ftway customefa of competing brands. Neverthele^, the existence of an 
expansible donand adds to the chances of success for selective, as well as 
primary, demand advertising. Moreover, advertising designed to stimulate 
selective demand may win non>u8ers of the [H*oduct type to the manufac* 
turer’s brand, may win some users of competing brands, and may even 
increase consumption of the brand among its present users. 

In considering demand in relation to advertising opportunity, a deci¬ 
sion-maker must also know whether demand is elastic. As we brought out 
in the chapter on pricing, elasticity refers to the responsiveness of con¬ 
sumers at a given time to changes in the price of a product or brand. 
Demand is elastic if a price reduction increases total revenue (price times 
quantity sold), and if a price rise reduces total revenue. Demand is inelas¬ 
tic if a price reduction decreases total revenue, and a price rise increases 
total revenue. Normally, however, and contrary to the economist's usual 
assumption, the adjustment of revenue to a price change is not immediate. 
So a practical businessman may find advertising useful in ‘‘spreading the 
word" of a price reduction on a product with an elastic demand, for in¬ 
stance, and thus speed up the receipt of increased total revenue. 

The Product and Basic Consumor Wants 

Marketing men have long recognized that if a product will not sell without 
any advertising, the product will not sell with advertising. For a product 
to sell at all, with or without advertising, it must appeal to and satisfy 
the wants of some consumers, at least as well as competing items. Some 
advertisers, dazzled by the more spectacular findings of motivation re¬ 
search, come to believe that consumers can be trapped into buying through 
appeals made to “unconscious" buying motives, regardless of the worth of 
a product. This was a main theme in Vance Packard's The Hidden Per- 
euaders,^ which strongly implied that motivation research was, in effect, 
being used to manipulate people to the commercial advantage of adver¬ 
tisers.* The plain fact is that advertising possesses no magic capable of 
causing people to buy things they do not want, even when it is based on 
the most sophisticated motivation research. However, it may help them 
rationalize purchases of products they want but do not need in a strict 
economic sense. Who “needs" custom-made shirts at double the price of 
factory-made shirts? Only a small percentage of men who require unusual 
sizes actually need custom-made shirts, but many men want them for 
prestige reasons. Appeals to the^ other wants help consumers to rational¬ 
ize uneconomic but satisfying wants. Yet, to a far greater extent than 

• New York: David McKay Co., 1S57. 

S For an analyeia of thia proposition and aa an antidote to Th« Hidden Perttutdert. 

■ee: R. A. Bauer, ‘'Idmita of Persaaaion/* Harvard Basinass Review, Yol. 36, No. 5 

(Beptember-October 1958), pp. 105-110. 



494 AREAS OF DECISION 


many advertisers realise, the buying behavior of most consumers is based 
on rational buying motives. 

It is true that some people buy some products for irrational reasons— 
reasons which they are either not willing to admit to themselves, or that 
they are not willing to admit to others.’’^ But even for such products, pre¬ 
sumably the ones whose advertising might benefit the m(»t through in¬ 
corporation of ^'hidden'* buying appeals, consumers are prone to buy the 
product sooner and ‘'feel better about it" if they are given an added ra¬ 
tional reason for buying. On this point, Bursk says: ^ 

... of two ads, both of which apply to a product mainly bought for irra¬ 
tional reasons, the one that provides in addition some cogent rational reason 
should produce a stronger reaction than the one that does not. I suspect 
that one explanation of why the combination of an advertising appeal to the 
image of masculinity and a new crush-proof box worked so well for Marlboro 
cigarettes is that the box offered a generally acceptable rationalization. 

Most buyers command only limited purchasing power and this places 
a powerful constraint on irrationality. The buyer who is spending all of 
his income on food and housing must make fairly “rational" decisions. He 
must choose between alternatives that will meet his basic physical needs. 
Even with a very high level of real income in the United States, two forms 
of scarcity persist. Some consumers are truly poor in an economic sense 
and must carefully divide their purchasing power among alternative buy¬ 
ing options in order to sustain little more than a subsistence standard of 
living. Those with higher incomes are still sufficiently limited in purchas¬ 
ing power, relative to their levels of aspiration, for them also to place a 
high value on rationality in buying.* 

In appraising a product in relation to whether or not an advertising 
opportunity is present, the really important questions to ask are these: 
“Do potential buyers have needs which this product or brand is capable 
of satisfying?" and “How important, or how strong, are these needs of 
potential buyers?" If there are strong basic needs for the product, fbe 
chances are that considerable opportunity for profitable advertising exists. 
If the product is capable of satisfying only comparatively weak and less 
basic needs, there is not nearly so much opportunity for profitable adver¬ 
tising. The extent of the advertising opportunity varies with the strength 
of the basic underlying needs that are satisfied by the product or brand.*® 
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Brand DHhrantiation 

A particularly important factor in appraising advertising opportunity 
is the degree to which the brand differs from competing brands. Brand 
differences and similarities should be identified, and appraisals made of 
their relative importance to specific market segments. Differences that 
large numbers of consumers consider important furnish the source of se¬ 
lective-advertising appeals. If a brand is not very different from comjwt- 
ing brands—and consumers know it—^the most the manufacturer can hope 
to accomplish through advertising is brand acceptance. There must be 
brand differences of substantial importance to consumers if the advertisinc 
is to be successful in developing brand preference or, ideally, brand 
insistence. 

Consumers.can detect some important hidden brand differences through 
use; other hidden brand differences can not be detected through use. If, 
as in the case of many food products, the detection of hidden differences 
requires that the brand be used in a certain way, the manufacturer must 
provide directions for use. Thus, the manufacturer of a cake mix provides 
careful directions to insure that the end product is an acceptable cake. 
If, as is true of certain drugs and cosmetic items, the hidden difference is 
not detectable through use (e.g., it may require a number of weeks of use 
of a facial cream to determine that it has a bad effect on the complexion) 
the advertiser often attempts to convince consumers of the integrity ol 
the firm itself, or publicizes endorsements of the brand by experts. When¬ 
ever a brand possesses important hidden differences, there is considerable 
opportunity for advertising to exploit them profitably. 


Price 

For a favorable advertising opportunity to exist, consumers should con¬ 
sider the product or brand worth the price it is necessary to charge (in¬ 
cluding advertising costs). This does not necessaiily mean that the adver¬ 
tised item should be priced identically with its unadvertised competitors, 
or even its advertised competitors. The price should represent reasonable 
value for the brand in the mind of the consumer. If he considers it superior 
to competing brands, the price may be higher, and if he considers it in¬ 
ferior, the price must be lower. Advertising will not persuade the consumer 
to pay what he considers an unreasonable price. Yet, many consumers 
evidently feel that an advertised brand is worth a higher price than an 
unadvertised brand, because they are more confident that they are buying 
what they want Manufacturers of nationally advertised brands are par¬ 
ticularly careful to maintain consistent quality and service in order to 
retain the loyalty of customers. Many consumers arc willing to pay a 
slightly higher price for Swift’s bacon than for an unknown brand, because 
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they know it will taste the way they expect it to taste. To illustrate this, 
a research organization reports: 

... the Gonsumer is generally willing to pay substantial price premiums for 
advertised brands. Just a casual examination of prices reveals such figures 
as a 45% price premium for an advertised brand of men’s socks, 36.5% 
for women’s nylons, 37.5% for men’s electric shavers, 35% tor portable 
typewriters, 33% for an advertised brand of interior wall paint, ^% for 
men’s shorts, 27.5% for children’s jeans. Customers pay up to 41% more 
for the advertised brand of a food product and premiums of 100% or more 
for the advertised brand of a standard drug product listed in the U.S. Phar¬ 
macopeia. 

Beyond the premium a consumer is usually willing to pay because of 
his confidence of consistent benefits from the advertised brand, the price 
of the advertised brand may exceed the price of the unadvertised brand 
only by an amount equal to the value consumers place on the additional 
advantages of the advertised brand. The consumer may determine this 
added value by personal observation and testing or by acceptance of the 
claims of the advertiser when he is unable to observe and evaluate the 
differences for himself. If the advertised brand has no important differ¬ 
ences, hidden or otherwise, its price can be no higher than those of its 
unadvertised competitors. This principle is well illustrated in the report 
of a study of prices of advertised and unadvertised brands in 34 selected 
torpical food store product groups: ** 

The range of added consumer values among the 34 groups extends from 
zero to 41%. The latter figure traces to a rather unusual situation involving 
a very sharp upgrading in both product quality and price on the part of 
certain advertised brands in one of the 34 groups. The zeros trace to certain 
instances where the product differentiation between advertised and non- 
advertised brands is virtually nonexistent. The median or most representa¬ 
tive figure for added consumer value for all 34 typical food product groups 
is 13%, which can be interpreted to mean that the consumer is willing to 
spend 13% more for advertised brands ... 

... the product groups with the higher added consumer value for advertised 
brands are those where there have been rather marked product improve¬ 
ments and/or added convenience in use. On the other hand, the product 
groups at the lower end of the list are those canned or packaged commodi¬ 
ties where brand differentiation is, for whatever reason, rather slight. . 

Incremental Keturn and Advertising Cost 
To justify advertising a brand, potential dollar sales should be great 
enough to produce at least enough additional gross margin dollara, excess 

II J. O. Peckkam, "The Added Consumer Value of Advertised Brands,” Thv NMsen 

Aeseareher, Kovember-December 1958, p. 4. 

III Jhid.,p. 8. 
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of sales over cost of goods sold, to cover cost of adver^ng. In other 
words, advertising should pay for itself. To be profitable^ it must haring in 
more than enough extra gixws margin dollars to co\*er its cost. There is 
a sort of break*^ven point for advertising, a point where additional gross 
margin dollars resulting from the advertising just barely pay for the ad¬ 
vertising. Thus, the decision-maker should calculate the additional sales 
volume that the advertising should produce in order to break even on the 
advertising cost. This is a matter of dixiding the ct)8t of an adequate 
advertising campaign by the gross margin per unit of product (excess of 
selling price over cost). 

Therefore, the amount of unit gross margin obtainable is a significant 
factor to consider in appraising advertising opportunity. The sise of unit 
gross margin is related to such marketing characteristics of the brand as 
its replacement rate and consumption time.*^ A brand with a high replace¬ 
ment rate (purchased frequently by consumers) and a low consumption 
time (used rapidly by consumers) usually has a low unit gross margin. 
Conversely, a brand with a low replacement rate and high consumption 
time normally has a high unit gross margin. In either case, there may be 
economic justification for advertising. However, a brand characterised by 
a low replacement rate and high consumption time must also be salable 
at a fairly high unit price in order for advertising to pay for itself. A low- 
priced pocket knife, unless it can be sold in much higher volume is not 
nearly as promising a candidate for advertising as a higher-priced set of 
car\'ing knives, but both have low replacement rates and high consumption 
times. 


Amount of Advortising ExpondHuns Roquirod 

Tlie cost of an adequate advertising campaign not only affects the adver¬ 
tising break-even calculation but is often in its own right a major deter¬ 
minant of w'hether or not a company should advertise. Since advertising 
is but one part of the total promotional budget, the amount of money 
allocated to this promotional method will be develo{>ed as a part of the 
overall promotional plan. The share allocated to advertising must, then, 
be allocated among the various media selected on the basis of media rates 
and advertising messages planned. According to one author, this job of 
estimating and allocating the costs of an adequate advertising campaign 
requires four steps: ** 

(1) Determine what burden is to be placed upon consumer advertising in 
the selling program and what burden is to be placed on other selling meth¬ 
ods. (2) Decide what media are to be used to carry the advertisii^ message 

M For explanatiom of replsoement rate and ooasumption time, see Chapter 2. 

M J. D. Scott, Advertitimff PtineiplM amd ProhUmt (New York: Prentice-BUl, 1S98), 
p. M. 
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to the prwpeetive bu^rer. This will ini'olve finding answers to such qaeetioiis 
as: Wiai are the prospective buyers? Where are they located? How many 
prospects are there? How is the product to be distributed to them? (3) 
Work out tlw advertising schedule. To do this, decisions will have to be 
made on how large an advertisement, or how much radio time, is neeessaiy 
in order to get the prospect's attention. How frequently should advertise¬ 
ments appear? How many advertisements should be used? (4) Tlirough the 
use of Standard Rate & Data, showing space and time costs for publications 
and radio stations (and other media), estimate the cost of advertisements 
on the schedule. 

With an estimate of the costs of an adequate advertising campaign on 
hand, the decision-maker needs next to determine whether the company 
can afford the expense. This, of course, depends partly on the potential 
ability of the advertising to return enough additional gross-margin dollars 
to pay for the advertising. But it also depends on the funds the company 
has available to spend for advertising. If there is not enough money to 
support an adequate campaign, it is generally best not to advertise at all 
and to concentrate instead on other selling methods. 

Whether the sales resulting from the advertising are immediate or de¬ 
ferred is also significant. If advertising results in immediate sales, the 
costs of advertising may be met largely as they are incurred from the 
greater number of gross-margin dollars available. If the advertising in¬ 
vestment pays off only over or after a considerable period, financing the 
advertising will require a much larger outlay. Companies short of working 
capital are often able to advertise under the first condition, but not the 
second, this, in turn, causes them to use campaigns designed to result in 
immediate rather than deferred sales. Better financed companies may 
choose advertising designed to produce either immediate or deferred sales 
or both, depending on the relative attractiveness of the different payoffs. 

Distribution of the Brand 

If prospective buyers are influenced by the advertising, but are unable to 
find stores where the brand is on sale, sales will not be made, advertising 
dollars will be wasted, and ill will toward the advertiser may be the only 
result. For advertising to attain maximum effectiveness, people influenced 
by it must be able to find stores where they can buy the brand. This is a 
matter of having the proper sort of distribution, considering the time con¬ 
sumers are willing to spend looking for the product. If consumers will 
spend only a little time looking for the product, its distribution should 
be widespread. If consumers will spend considerable searching time on the 
product, its distributiim can be more selective. Company policy on distri¬ 
bution intensity should be closely correlated with the coverage of the 
proposed advertising. 

Even with proper distribution intensity, sales and goodwill may be lost 
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if dealers do not cany sufficient stocks of the brand to meet the increased 
demand which should result from the advertising. So^ to prevent such out- 
of-stocks from developing, the manufacturer should make cotain that 
dealers know of the anticipated sales increase before the advertising 
pears. He should also see to it that dealers are able to obtain re-ordwrs 
promptly. 

The OaeisfOfi to Advorti$o 

Thorough analysis of a firm’s marketing situation in relation to the fore¬ 
going factors usually reveals some conditions favoring advertising and 
others against it. Generally, advertising opportunity is influenced more by 
combinations of conditions than it is by any single favorable or adverse 
factor. Advertising always entails some risk, but total risk is certainly 
less the more the favoring conditions outweigh those opposed to advertis¬ 
ing. As the proportion of adverse to favorable conditions increases, the 
risk of advertising failure increases. After evaluating the relative risk and 
determining whether this is a reasonable amount of risk for the firm to 
assume, the decision-maker decides whether to advertise. 

ADVIRTISIN^ A^INCIIS 

Assuming that the company plans to advertise, the decision-maker must 
next decide who will do the actual work of advertising. Who should pre¬ 
pare the advertising program and the different campaigns? Who should 
write the copy, develop the appeals and themes, do the illustrations, and 
select the type styles? Who should determine the size and position of 
advertising space, arrange for the Use of various media, write and produce 
radio and TV commercials, choose the programs to sponsor, and draft the 
master advertising schedule? These are some of the many related tasks 
involved in the actual work of advertising. 

The advertiser must choose either to have his own organisation do 
this work, or to arrange for it to be handled by an advertising agency. 
Whether the company should have its own pool of advertising talent or 
tap the skills of an agency depends on who can do the job best and most 
effectively. If advertising dollars are to produce the maximum possible 
impact on sales and profits, all elements in the program must be skillfully 
prepared and carried out. The responsibility for the success or failure of 
the advertising, however, does not lie with the advertising agency but 
rather with some executive in the firm itself, generally its advertising 
manager. This assignment of responsibility holds whether the firm’s own 
advertising department discharges the entire task of advertising, or 
whether all or parts of it are handled by an advertising agency. In the 
remainder of this section, we will consider some of the things an adver¬ 
tiser should consider in deciding whether to use an advertising agency. 
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Fimeficn and CompanmHon cf Agandas 

The president of the American Association of Advertidng Agoieies de¬ 
fines an advertising agency as ''an independent business organisation 
composed of creative and bueinese people who develop, prepare and place 
advertising in advertising media for sellers seeking to find customers for 
their goods and services.” Another professional advertising man, pren- 
dent of an agency and a noted writer, sums up the functions of a modem 
agency as follows: 

The job of the advertising agency is to plan, create, and place effective ad¬ 
vertising. To help further this woric, the agency may provide many cdOatend 
service. Some of these services, such as giving marketing counsel, are di¬ 
rectly designed to help plan advertising more effectively. Some, such as con¬ 
ducting copy tests, are designed to help conceive it more effectively. Still 
other services, like the preparation of mateiial that the salesman and dealers 
can use in conjunction with the advertising, are designed to make the adver¬ 
tising more productive after it has appeared. These collateral services may 
vary with the requirements of the particular account, but the final measure 
of any agency’s professional stature derives from its ability to create rffec- 
tive advertisements 

Thus, an advertising agency is a group of experts on various phases of 
advertising and related marketing problems. In its operations, it resembles 
other organizations providing expert assistance on specialized business 
problems. The agency resembles the management consulting firm, the 
marketing research firm, and the firm that specializes in the design and 
administration of incentive campaigns for salesmen and dealers. But 
in the way it normally receives its compensation, the advertising agency 
is distinct from other consulting organizations. 

The ‘‘commission system” is the traditional and still the most widely 
used method of compensating advertising agencies. Agencies pay for space 
and time used on behalf of advertisers at the "card rate” less a certain 
discount, usually 15%, and bill them at the card rate. Thus, agencies 
receive their basic compensation from advertising media rather than from 
advertisers, and this has been the source of considerable argument.^^ 

Advertisers, especially large ones, maintain that agtiMiM may over¬ 
spend for media use, simply because so much of their c(»npensation ccunes 
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irom media commissions. Of <»urbe, tiie advertismg agencies, over the 
years, have been the most steadfast defenders of the ccunmission B 3 r 8 tem. 
But more and more agencies have lost their liking for it. Part of the 
disenchantment traces to the consent decree entered into by the American 
Association of Advertising Agencies in 1956, resulting frmn an antitrust 
suit brought by the U.S. Department of Justice, which in effect made 
it possible for media to grant commissions to other than "recognia^d*' 
agencies, and in general made the commission system more difficult to 
enforce and more open to attack.**^ 

Even more of the agencies’ disaffection for the commision system re¬ 
sults from the increasing costs of providing a wide range of services to 
advertisers. Among the services some agencies now provide for their 
clients are: assistance in pretesting advertisements, in carrying out test 
marketing operations and performing local advertising tests; preliminary 
market testing of new products and research on advertising effectiveness; 
and marketing counsel and aid in marketing research. At one time, 
agencies performed such services “free,” and some continue to do so. 
especially for advertisers with large media budgets subject to commis¬ 
sions. But there is a growing tendency to bill advertisers for these “ex¬ 
tras” on a “cost plus” or fee basis. Fees and charges, as distinct from 
commissions, currently amount to about one third of the gross incomes 
of advertising agencies.^* Some agencies have agreed to replace the tra¬ 
ditional commission system entirely with a fee arrangement under which 
media commissions received are credited toward payment of the agreed 
fee.®® Thus, as commissions have declined in relative importance as a 
source of agency compensation, a growing number of agencies have be¬ 
come more inclined to enter into other compensation arrangements with 
advertisers. 


Acfyerfiser-AgeiKy Refotionships 

Through long-standing practice, certain relationships between adver¬ 
tisers and the advertising agencies have become standardised. The five 
m(»t important are as follows: First, the agency refrains from having 
two accounts whose products are in direct competition. Second, the ad¬ 
vertiser, for his pmi, normally refrains from using two agencies to handle 
the advertising for the same product. Third, the agency obtains the 
advertiser’s advance approval before it commits him to expenditures. 
Fourth, the advertiser pays media and other invoices promptly and 

IS For • Foport on the epecific provinone of thie conaeot decree, aee: AdvertiHnff Age, 
Febraary S, 185S, pp. 1 ff. 

» F. R. Ounble, ''Adyertieing Agency Coete A Profits,” Harvard Butinau Review, 
Vol. S7, No. 6 (November-Deccm^r, 1659), p. 106. 

SO See: "Wide Crack in 16% Agency Fee,” BaeUteu Week. Novemlx‘r 26, 1960, pp. 
47-48. 
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within the cash discount period. And filth, tiie agency passes on to the 
advertiser the exact dollar amounts of all discounts granted by media. 

Advrtising Skills 

The decision on use of an agency often depends on the number and va> 
riety of skills required to carry out an advertising program. In contrast 
with advertising agencies, few manufacturers can afford to have in their 
employ all of the different talents needed to develop and produce large- 
scale advertising programs. Characteristically, too, agencies allow much 
greater latitude for creative activity than is normally found in a manu¬ 
facturer-controlled advertising department. Creative people in agencies 
may give freer rein to their imagination because they do not work di¬ 
rectly for the advertiser. It is usually the agency team which is able to 
see the need for, and the way to, a break with the manufacturer's cus¬ 
tom and usage and produce advertisements and campaigns which are 
fresh and original. The Doyle Dane Bernbach agency made such a sweep¬ 
ing change in the advertising for Warner foundation garments when 
they took over this account in the fall of 1961.**^ Prior to this time, the 
firms in the foundation garment industry, of which The Warner Brothers 
Company is one of the top three, had followed almost identical ap¬ 
proaches, using the same kind of art and stressing the same kind of 
appeals, such as stretch, uplift, and bulge control. No single company's 
advertisements stood out from its competitors' ads. The introduction 
of a new material, Lycra, in Warner’s garments provided the opportunity 
for a fresh advertising approach, since Lycra takes dyes much better 
than rubber. The ad agency proposed a new cosmetic approach, em¬ 
phasizing color and adding an aura of glamor to the foundation garments. 
In just one year's time, readership of Warner’s ads was up; sales, in 
general, were climbing; and sales of the new colored garments had in¬ 
creased two and one-half times. When proposed new campaigns such 
as this are big ones and ones requiring the application of considerable 
skill, an outside agency is more likely to obtain their adoption than a 
manufacturer-controlled advertising department. 

Selecting an Advertising Agency 

Selecting an advertising agency is by no means easy, for there are no 
standardized selection procedures appropriate for all cases.^^ A manufac¬ 
turer decides to use an agency mainly because he wants additional talent 
to help him plan and carry out an advertising program. The problem of 
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selection^ then is effectively one of evaluating the tkills and capacities of 
individuals who will be working on the account. Thus, evaluating the 
qualifications of competing agencies involves comparisons of their re¬ 
spective pools of talent. In appraising the probable usefulness of dif¬ 
ferent agencies, an advertiser should for each agency investigate the 
backgrounds and professional qualifications of the key personnel who 
may be assigned to the account. He should keep in mind what he wants 
his advertising to accomplish, and appraise each agency according te 
whether it appears to possess the talents required for meeting these goals. 
And it is certainly wise to consider each agency’s reeor<i in serving other 
accounts, especially those with similar advertising |>roblem8. 


TaMa lf.1 

Evaluation and Salaetion of Advortiiing Aqoneioi 

Evaluation of a new agency inchides The rvsponsibiltt y for selection of a 

the participation of the: new agency rests imth the: 


Advertising directors in 89% of 
the companies 


Presidents in 70% 

Sales managers in 54 

Executive vice-presidents in 48 

Marketing directors in 43 

Sales-promotion managers in 29 

Public relations directors in . 18 

Product managers in 14 


Source; Printers' Ink, June 10, 1960, p. 38. 


President m 35'f of companies 


Adiertising directors m 30% 

Sales directors m 11 

Management committees in 8 

Executive vice-presidents in 0 

Marketing directors in 5 

Board chairman in 3 

Public relations directors m 2 


As shown in Table 19.1, which summarizes some results of a survey 
of 400 executives in companies using advertising agencies, selection of 
an agency is a top-level decision. This study revealed that the deci¬ 
sion on which agencies would be considered for selection—i.e., evaluated— 
was made by the top advertising executive in 63 per cent of the com¬ 
panies, the president in 23 per cent, and other executives or several jointly 
in 14 per cent. In most companies, several executives participated in the 
actual evaluation. But the final agency-selection usually was made by 
an individual—most often the president, and next most often the highest 
advertising executive. More than a third of the respondents indicated 
that they re-evaluated their present agency’s services “constantly," “con¬ 
tinually," or “every day," and 44 per cent said that their companies con¬ 
ducted annual formal reviews of the agency’s contribution to the total 
marketing effort.-* Consequently, agencies are always sensitive to signs 


38 "How AgencioB Find New BuHineM,” Printers’ Ink. .Tune 10. 1960, pp. 35 ami 36. 
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of an advertiser's dissatisfacUon with its present agency's po'fonnanee. 
Advertisers switch agencies frequently, and this serves as a brake on 
the inclination of some agencies to overspend their client's funds. Fur¬ 
thermore, it provides adctitional stimulus for agencies to make advertising 
programs as effective as possible. 

DITIkMllfm« THl ADVIRTISIN# AFFIOMUATIOII 

The size of the advertising appropriation should be based on advertising 
effectiveness—i.e., on what advertbing will produce in terms of added 
sales and net profit dollars. But there are many factors affecting sales 
and profits besides advertising. Some of these non-advertbing factors 
are price, middlemen's activities, competitors’ activities, the “push” sales¬ 
men put behind the product, and the quirks of consumers’ buying habits 
and patterns. So many factors influence sales and profits that it b difficult 
to isolate advertising’s effect, and, hence, to determine the size of the 
advertising appropriation. Yet, in any rational approach to advertising 
decision-making, advertising effectiveness must be related to the size of 
the appropriation. 

There is a difference between the way advertisers should determine 
their appropriation, and the way most of them actually do. The majority, 
mainly because of difficulties encountered in isolating the effect of ad- 
ertising, rely on intuitive methods in deciding on the appropriation. 
We will consider some of these methods latef in the chapter. First, how¬ 
ever, let us consider the best method—^the one advertisers should use. 
Having examined the best method, the reader should be better prepared 
to evaluate more g^nterally used methods. 


Ineremmntal Approach 

The incremental approach to determining the size of the advertising 
appropriation b derived from the analytical tool economists call mar¬ 
ginal analysis. 'This approach puts the problem of determining the ap¬ 
propriation into the proper conceptual framework since, logically, the 
advertiser should set the appropriation at that amount which maximizes 
the net profit contribution of advertising. In arriving at this amount, it 
is necessary firat to examine the relationship of advertbing—as a cause— 
and sales, as the effect; 

BFFBCT OF ADVBBTISINO ON UNIT BAUES VOLUME. Chart 19.1 dcpictS 

the relationship of advertising to unit sales volume as marketing theoreti¬ 
cians sufflsest it exists.'^ Some sales would be made, even without any 

See, for exempie: 8. Hollander, Jr., "A Rationale for Adewrtieing Expenditurea,’* 
Jferoord BveteOM Bev^, Vol. 27, No. 1 (Janaary, UMi}, pp. 7947. 
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expeuditure for advertigi]]^, and this is illustrated at point Xt on the 
chart. As advertising expenditure is begun, and as increments of me- 
penditure are added, unit sales volume first expands rather slowly, and 
then more rapidly; finally, additional advertising expendiUire hM Ices 
and less effect. This indicates that there must be a minimum siie ap* 
propriation beneath which expenditure for advertising are inordinately 
costly in terms of the resulting sale. It also indicate that beyond a 
certain point, increase in Uie advertising appropriation are accompanied 
by diminishing returns in terms of unit sale volume. 



UnitSsleaVoluoM 


Source: Adupted from; S. Hollander, Jr., "A RationaW for AdTortiaiac EspaBdltur 
Harvard BuelnaM JRrrirw, Vol. 37, No. 1 (January 1949), pp. 7947. 


The graphic relationsliips shown in Chart 19.2 shed additional light on 
the incremental approach. Two important aeumptions are built into this 
schematic representation. The first is that price remains constant over 
a practical range of sale volume. The modifying term “practical^’ reflets 
the fact that there are upper limits to increase in sale volume beaue 
of factors such as capacity to consume and buying power. The seond 
is that non-advertising cost (all variable costs other than advertising 
including those of production, physical distribution, and personal elHng) 
remains constant over this range of sale (40# per unit in this illustra¬ 
tion). This means, then, that the only quantitie which change in this 
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range of sales are incronental net profit and incremental advertising 
cost. 

In Chart 19.2, examine the portion of the incremental advertising cost 
curve where incremental advertising costs are rising (the curve slants 
upward). If there is to be any advertising at all, it should be expanded 
up to the point of diminishing returns. This point is represented on riiis 
chart by the intersection of the advertising cost function and the in¬ 
cremental sales revenue line, and it lies at Xi, where the combined in- 


Chart 1f.2 



Source; Adopted from: J, Dean, IfonojtrrinJ Eeonnmir* (Englewood Cliffe, N J. Prentice- 
Hall, 1051), p. 356, 


cremental advertising and nonadvertising costs intersect with the price 
line. Up to this point it is profitable to increase advertising outlay. If 
incremental nonadvertising cost is 40^ per unit, and price is $1 per unit, 
we can continue to add to advertising cost as long as these costs do not 
exceed 60^ per unit. Wlien more than 60^ per unit is invested in adver¬ 
tising, the additional business it brings in is unprofitable and not worth 
getting. 

Dean explains the rationale for the upward sweep in the advertising 
cost curve in these words: 

Stt J, Dean, *'How Much to Speiitl on Advertioing." Harvard Butineu Revinr, Vol. 

21). No. 1 t^nnunry 10.11), p. 00, 
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The upward turn in the curve reflects primarily the taping of succesrively 
poorer prospects as the advertising efiTort is intensified. PresumaUy the most 
susceptible prospects are picked off first, and prt^ressively stiffer resistance 
is encountered from layers of prospects who are more skeptical, more 8to<hty 
ateut their present spending patterns, or more attached to riv^ sellers. The 
rise may al^ be caused by progressive exhaustion of the most vulnerable 
gec^raphie areas or the most efficient advertising media. Promotional chan¬ 
nels that are ideally adapted to the scale and market of the firm are ui^ 
first. (Actually, for firms with expansible markets, the advertisii^ cost curve 
may have several minimum points corresponding to most efficient use of 
different media appropriate for different-size markets, eg., newspapers, bill¬ 
boards, magazines, radio.) 

Chart 19.3 shows how the optimum appropriation should be obtained, 
if the seller knows the nature of the advertising-to-sales relationship and 
makes the same assumptions as before Thus, there is still the assump¬ 
tion that price remains constant, which means that total sales revenue 
(TR) varies at a constant rate with changes in sales volume. Also re¬ 
tained is the assumption that total variable non-advertising costs (TVC) 
vary at a constant rate. In order to determine the advertising appro¬ 
priation which maximizes net profit, one must find the point on the 
advertising-sales curve (DR) where a tangent can hr* drawm parallel to 
the total sales revenue curve (TR). One such line is QQi, but this point 
of tangency obviously represents a condition where total costs are greater 
than total revenues. The tangent line the decision-maker should be in- 


Cfcflrt If.3 



Sonre*: Adapted Irmn: J. H«w»rd, Jferkattep Jfanaprai#iil; Atulpai* «iid J*tenn<iW< N** 
(Bpawwood, ZU.; HUilisrd D. Irwia, IfdS). p. 407. 
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tarMted in i« FPi, for the point of tangency here is also the profit-maxi- 
mifing point. On the vertical axis, the optimum outlay for advertisii^ 
is represented by the distance YiYa, total variable non-advertising out¬ 
lay by OYi, and total net profit by Y*Y*. 

Mtamtring EffecffrefMH of Advorfiting 

Hie reasmi why the conceptually correct incremental approach is not 
widely used traces directly to the fact that few companies have been 
successful in isolating and measuring the effect of advertising on sales. 
In fact, most companies devote very little research effort toward the 
development of means for improving advertising effectiveness. One au¬ 
thority estimates that “probably no more than 1/5 of 1 % of total adver¬ 
tising expenditure is used to achieve an enduring understanding of how 
to spend the other 99.8%.*' Gloomy as this estimate appears, there are 
companies which do inquire into the advertising-to-sales relation. 

E. I. du Pont has an operations research team working toward the goal 
of measuring the exact effect of advertising on sales and profits. Even¬ 
tually, this team hopes to determine just when and how advertising pays 
in terms of profits, and to find a yardstick for use in setting advertising 
appropriations on different products so that maximum profits result.^^ 
As part of the du Pont research effort, experiments are being conducted 
in allocating various dollar amounts of advertising to different industrial 
markets with the intention of determining the effects on sales of different 
dosages of advertising.^** 

At a much smaller company, Noreen, Incorporated, which markets a 
color hair rinse for women, consultants conducted a series of controlled 
experimmits designed to measure sales response to advertising. From 
an organisation standpoint, this company was small and closely-knit 
enough to effectively control the impact on sales of such factors as point- 
of-purchase promotion, and salesmen’s performance. Further, as it sub¬ 
scribed to the services of A. C. Nielsen Company (an independent mar¬ 
keting research organisation) it had a usable measure of competitors’ 
sales at the retail level. Thus, Noreen was in a position to allow national 
and local advertising to fluctuate considerably, while other sales-influ- 
encing variables were held nearly constant, thus allowing the measure¬ 
ment of the sales results of different adveitising programs and different 
amounts of advertising. Multiple correlation techniques were employed 
in analysing the data obtained, and the researchers succeeded in con¬ 
structing a mathematical model of sales response to advertising.^ 

MJ. W. Forrester, “Advertinns: A Problem in Indostriel Drnunica,” Harvard 
Ha tiaew JEoviev, Vol. 37, No. 2 (March*April 1289), p. 102. 

ST "A Profit Yerdeiiek for Advertiring," BoeiaeM WoeS, November 22. 1958, p. 49. 

» “New Need to Prove Ad* SeU." Primiwe Ink, Febroery 24, 1961, p. 25. 

Sts. B. Blade end J. R. Boaeboom, “Ueoaoring Advertieing Bffeetiveneas.“ Wutorm 
BuHntM Beeiew, Vol. 3, No. 4 (November 1958), pp. 16-26. 
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The operations research group at Arthur D. Little, Inc. (a ooneulting 
firm specialising in providing management advice and analysis for elkait 
companies) has contributed three concepts of great potential usefulness 
in the analysis of advertising's effect on sales; the sales decay constant, 
the saturation level, and the response constant. These three concepts are 
defined as follows: 

Sale$ Decay Constant. In the absence of promotion, sake tend to decrease 
because of product obsolescence, competing advertising, etc. Under relatively 
constant market conditions, tl» rate of decrease is, in general, constant: 
that is, a constant per cent of sales is lost each year. 

Saturation Level. Defined as the practical limit of sales that can be gener¬ 
ated. It depends not only on the product being promoted, but dso on the 
advertising medium used; it represents the fraction of the market that the 
particular campaign can capture. This saturation level can often be raised 
further by other advertising media. 

Response Constant. Defined as the sales generated per advertising dollar, 
when sales are at a level S. For instance, where M is the saturation level 
and r the response constant, the following relationship, in general, holds: 

Sales generated per advertising dollar = 


The Arthur D. Little organization provides a simple mathematical de¬ 
scription of the interaction of these factors: 


dS , M - S 


LS 


where: dS is the increment of sales 
dt is the increment of time 
L is the sales decay constant 
M is the saturation level 
r is the response constant 
A is the rate of advertising expenditure 
S is the volume of sales. 


In the formula, r multiplied by A represents the intensity of adver¬ 
tising effort for a given level of advertising expenditure, M — S divided by 
M represents potential market, and L multiplied by S indicates decay 
loeees. Thus, this equation states that the increase in the rate of sales 


(dt) 


is proportional to the intensity of the advertising effort (rA) which 


reaches the market 



with a deduction for decay losses (L8).*^ 


M M. L. Vidsle and H. B. Wolfe, "An Operationa-Beaeareh Stndy of Sales Respo n s e 
to Advertising,” Operations Research, Vol. 5, No. 3 (Jane 1S57), pp. 373, 375^S. 
SI H. Vidale, J. Voss, and H. Wolfe, "Experimental Roseareh in Advertising," in 
D. W. Ewing (Ed.), Bieetive Marheiinp Action (New York: Harper A Brothers, 
1058), p. 161. 
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Thki equation may also be used to calculate the advertising effort 
needed to maintain sales at a steady predetermined level. For this pur¬ 
pose, the increase in the rate of sales is set at zero (i.e., no increase 
in the sales rate) and the equation is manipulated algebraically to yield; 


/ 

\ T /M-S 

OTHEB “MEASUEES” OF ADVERTISING EFFECTIVENESS. Most mCaSUrCS of 
advertising effectiveness in current use are more superficial than real. 
These include such “measures” as size of audience, program ratings, ad¬ 
vertisements noted and remembered by the reader or audience, and num¬ 
bers of inquiries received. Although such measures may be useful in 
determining the extent to which the advertiser’s message is reaching 
the market, they do not serve as “real” measures of advertising success, 
which can only be measured in terms of added sales and profits. No super¬ 
ficial measure of advertising effectiveness can possibly substitute for the 
real measures—sales and net profits. 


Per-Cent-of-Sahs Approach 

The per-cent-of-sales approach to determining the advertising appro¬ 
priation is a traditional method that is still widely used. In this method 
some arbitrary percentage is applied to past sales figures, forecasted 
sales, or some combination of past and future sales and, supposedly, up 
comes the advertising appropriation. This simplicity, indeed, is about 
the only thing good that can be said about the percentage approach, for 
it is difficult to defend it on rational grounds. One reason is that it as¬ 
sumes that the advertising cost per unit of product remains constant, 
regardless of the sales volume. This is a mistaken notion for, as shown 
in Charts 19.1 and 19.3, it would be most unusual for a company’s sales 
to have a straight-line relationship with advertising. An even more im¬ 
portant shortcoming of the percentage approach is that it assumes that 
advertising lolluw's sales. Advertising should result in sales and not the 
other way around. Of course, if the percentage is applied to forecasted 
sales, the assumption now appears to be that advertising precedes sales. 
But even this cannot be defended logically, for the size of the appropria¬ 
tion affects the size of the possible sales volume. Still another criticism 
of this approach relates to the percentage figure to apply to sales. Where 
do^ it come from? The answer is that in most cases, it can only come 
from records of past sales volumes and advertising expenditures* There 
is no assurance that percentage relationships that held in the past will 
continue to hold in the future. 
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05/«cfiv«<oncf-Totlir Method 

The objective-ahd-task method for determining the advertising appro¬ 
priation consists of three steps: (1) objectives are defined in terms of 
desired sales volumes, net profits, share of the market, and the like; (2) 
the amount of advertising space and time needed to achieve these ob¬ 
jectives is estimated; (3) this amount of advertising is expressed in dollar 
terms in order to arrive at the size of the appropriation. This method is 
logical in that it treats advertising as a cause of sales rather than an 
effect. Advertising is considered strictly as a device for producing sales, 
net profit, market share, and the like. If the objective-and-task method 
is used with the intention of maximizing the net profit contribution of 
advertising, i.e., if the main objective is to maximize net profits, then, 
of course, this is equivalent to using the incremental approach. Unfor¬ 
tunately, most companies using this method appear to concentrate more 
on the effect of advertising on sales than on net profit. Witliout this 
profit maximization emphasis this method might very well produce an 
advertising appropriation that increased costs more tlian it increased 
profits. 


Other Approaches 

Three other common approaches to determining the advertising appro¬ 
priation should be mentioned. The first is known as the arbitrary method, 
in which the appropriation is decided either “by pure guess” or “by al¬ 
lotting all the advertiser can afford.” The second is called “matching 
competitors' expenditures”; the advertiser, in efTcct, permits his com¬ 
petitors to establish his appropriation. The third is the “tax per unit of 
product” in which a fixed sum is put in the “advertising pot” for each 
unit of the product sold or expected to be sold. Each of these three 
methods may be objected to on logical grounds. We leave it to the reader 
to do 80 .®- 


SiLieriON OP AOVIRTISINO MfDIA 

Most of the advertising appropriation is used for purchasing space and 
time in different media. These media include newspa|>ers, magazines, 
television, radio, outdoor posters, transportation cards, direct mail, and 
point-of-purchase displays. Even though media selection is usually left 
to the agency, advertisers should know enough to be able to evaluate 
the effectiveness of the agency’s selections. 


32 The reader interested in additional analysis of methods fur deteviniiiina the 
advertising appropriation idiould consult: A. W. Frey. I/ow Mann JMlara for 
Aiveriising (New York; Ronald Press, 1955). 
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As Table 19.2 shows, different advertisers follow quite differeat plans 
in allocating their appropriations to media. Through considering the ex¬ 
penditure patterns of even this small sample of advertisers, we can learn 
a good deal about media strategy. With this end in view, the reader 
should think through such questions as these: Why should American 
Chicle spend their entire appropriation on TV, while Wm. Wrigley, Jr., 
another chewing gum manufacturer, divides its expenditures fairly evenly 
among printed media, TV, and billboards? This might be partly ex¬ 
plained by the difference in the size of their advertising appropriations. 
A certain minimum amount of advertising is necessary to have an effect 
in any medium, so the smaller advertiser must necessarily concentrate 
his message in fewer media. Why should Sherwin-Williams concentrate 
so heavily on magazines? This company is seeking to reach only a limited 
segment of the market, property owners, and magazines offer a particu¬ 
larly good opportunity for selective coverage. In addition, magazines 
allow the use of color, an important factor in advertising paint. Other 
factors affecting media selection are revealed through examination of 
Table 19.2. For example, the heaviest users of television are the pro¬ 
ducers of consumer goods consumed by mass markets, such as chewing 
gum, cosmetics, and soap products, since TV has a very broad audience. 
Business papers are used almost exclusively by manufacturers with im¬ 
portant industrial markets. Newspapers are used where more selective 
regional coverage is desired than is offered by national magazines. In 
the final analysis, media selection also reflects differing opinions with 
respect to the appeal and effectiveness of each medium for particular 
products. 

Analysis of such questions as these should reveal the main factors af¬ 
fecting media selection. Of course, the nature of the market which the 
advertiser desires to reach and the type of product being advertised are 
the most fundamental. Also important are the distinctive characteristics 
associated with specific media. For instance, the fact that newspapers 
are issued daily causes some advertisers to use them and others to avoid 
them. The size of the appropriation is a highly important factor; small 
budgets usually mean that expenditures should be concentrated in a 
few medhr for best results, whereas large appropriations ordinarily have 
to be spread over many media to avoid a premature onset of diminishing 
returns. Ideally, circulation (general exposure) of the media used should 
be confined to the geographical areas where the advertiser has distribu¬ 
tion. Many other considerations, both qualitative and quantitative, affect 
media selection. One authority lists the following as rational determinants 
of media selection: the product itself; the budget; competitive activity; 
frequency versus coverage; continuity; impact on distribution; flexibility 



Twsnfy "Million OelUr PIih" A^ortisors of 1919 
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in timing of pttrchase and in permitting changes in message and spending 
pattern, both dollar-wise and geographically; franchise position—that 
is, special position or sponsorship associations; appropriateness of media 
for product and message; cost per thousand readers or viewers; effec¬ 
tiveness of selling message; circulation of media among desired pros¬ 
pects and customers.** 

From a conceptual standpoint, media selection is a problem in deter¬ 
mining optimum allocation of the advertising appropriation. The total 
should be so divided among the different media—newspapers, magasines, 
television, outdoor posters, etc.—^that the marginal returns from each 
type of media are all equal. In other words, the last dollar, invested in 
newspaper advertising should produce the same dollar return as the last 
dollars invested in each of the other media. Practically speaking, the 
procedure for obtaining this optimum allocation consists of three steps: 
(1) the gathering—by type of media—of accurate data on past expen¬ 
ditures, (2) analysis of these data together with data on sales results to 
obtain reasonably accurate representations of the net returns curves for 
each type of media, and (3) successively adjusting the allocation of the 
appropriation to different media so that the slopes of the several net 
returns curves tend to equalize.** This last step is a “try, try again” 
approach—starting with a given feasible allocation, testing to discover 
profitable changes, and making changes that will raise net returns. When 
no further profitable changes can be made, we have the optimum allo¬ 
cation of funds. This method is similar to the repeated trial approach 
used in linear programing. In fact, this process may be described as 
non-linear programing. 


Cost Comparisons of 
Media in the Same Classification 

The matter of cost may become a crucial selection factor particularly 
when the advertiser, or agency media man, is attempting to decide among 
media in the same media classification—for instance, between two news¬ 
papers. In situations of this sort, each newspaper typically has a dif¬ 
ferent size of circulation and different advertising rates. The technique 
of comparison is to convert circulation and rate figures to a common 
basis. Newspapers normally quote their rates by the agate line, of which 
there are 14 in a space one column wide and one inch deep, Therefore, 
the yardstick used in making cost comparisons of newspapers is known 

M L. Adler, “How Marketing Management Gan Make Sounder Media Decisiona,” in 
W. Dolva (Ed.), Marketing Kegs to Profits in the ISSO’s (Chicago: American Mar¬ 
keting Association, 1960), p. \5!i. 

M p. V. Waugh, “Needed Research on the Effectivenese of Farm Products Promo¬ 
tions," in L. H. Stockman (£d.). Advancing Marketing EJfieieney (Chicago: American 
Marketing Association, 1959), p. 213. 
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as the milline rate—the cost of reaching one million readers with one 
agate line of advertising. The milline rate is calculated as follows; 


Milline Rate = 


Agate Line Rate X 1,(X)0,000 
Circulation of Newspaper 


Magazines are normally compared according to the cost of reaching 
one thousand readers with a given amount of advertising space. For in¬ 
stance, the cost of using a full page of magazine space is calculated as 
below: 


Cost per 1,000 = 


Page rate X 1,000 
Circulation of Magazine 


Cost comparisons of media in the same classifications follow similar 
patterns for radio, television, outdoor posters, and car cards. Usually, 
the rate for using a given amount of space is multiplied by 1,000 and 
divided by the circulation (or audience) of the medium being compared. 
This results in a cost-per-thousand figure similar to those used for com¬ 
paring magazines. 

The rational decision-maker should use such cost comparisons with 
great caution. He should know what is actually being compared—^the 
costs of achieving a certain circulation with a given amount of space 
or time. Circulation obviously refers to the number of copies of a publi¬ 
cation distributed or the medium's claim as to its size of audience. Circu¬ 
lation is not readership. This method of comparison, furthermore, takes 
no account of the relative power of different media to influence their 
readers or listeners. Cost comparisons such as this should never be used 
as the sole basis for media selection. They should see limited use, and 
then only after consideration of the more basic factors discussed earlier. 


eoOPIIlATIVI ADVIRTISINtt 

Sometimes, the decision-maker has occasion to consider whether or not 
his firm should participate in a cooperative advertising program. There 
are two kinds of cooperative advertising: horizontal and vertical. 

Horizontal cooperative advertising is advertising jointly sponsored 
by firms on tlie same distribution level—e.g., manufacturers, growers, 
farmers, or retailers. Generally, such advertising is intended to stimu¬ 
late primary demand for a generic product and, often, very high percent¬ 
ages of total industry members participate. Whether a given company 
should participate depends on such factors as the significance of com¬ 
petition from products of other industries, comparative effectiveness of 
selective demand advertising, possibilities of expanding primary de¬ 
mand, and the company’s "normal” share-of-the-market percentage. 

Vertical cooperative advertising is illustrated by the manufacturer 
who shares certain advertising costs with his retailers according to some 
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I»%>arranged plan.*^ One study showed that 63 of the 100 lai^est national 
advertisers engage in vertical cooperative advertising.** Quite often, 
manufacturers use vertical cooperative advertising to stimulate retailers 
to put more ''push” behind the product. They may also use it; to expand 
the amount of advertising a dollar buys (by getting dealers to pay part 
of the costs); to get dealers to stock the product by offering a cooperative 
advertising arrangement as “bait” to secure local advertising media 
rates (which are usually lower than rates charged national advertisers); 
to encourage retailers to advertise in order to identify local outlets where 
consumers can find the product; and to provide local advertising support 
for national advertising campaigns. 

M Manufacturerw iiKing vertical cooperative advertising are aubject to certain re- 
■trictions imposed by the Robinson-Patman Act. See Chapter 10. 

IS "Cooperative Advertising," Printer$’ Ink, May 13, 1960, p. 28. 

CONCLUSION 

In this chapter, our emphasis has been on the management of 
advertising effort and the making of advertising decisions. Start¬ 
ing with the premise that advertising’s ultimate objective is to 
increase the firm’s net profits, we have analyzed five different 
decision situations, the most basic of which relates to whether a 
firm should advertise at all. Making this decision requires a 
thorough review and appraisal of the entire marketing situation. 
Firms which decide to advertise must also make decisions with 
regard to the selection and use of advertising agencies. Further 
important decisions are required concerning the advertising ap¬ 
propriation, and among the requisites for rational decision¬ 
making here is the important matter of measuring advertising, 
effectiveness in terms of sales and net profits. Additional decisions 
discussed were those involving the selection of advertising media 
and participation in cooperative advertising. These are by no 
means the only decisions which need to be made in advertising 
management, but they are certainly the ones of greatest concern 
to the marketing manager. 

QUItnONS AND raOBUMf 

1. Explain the meaning of the following terms: 

a. generic product e. saturation level 

b. brand differentiation f. response constant 

c. advertising agency g. milline rate 

d. sales decay constant h. ad\’ertising media 

2. Explain and contrast the terms in each of the following pairs: 

a. primary demand and selective demand 
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b. demand elasticity and demand expansibility 

c. horisontal cooperative advertising and vertical coopera¬ 
tive advertising 

3. Analyze the relationships that the different short-term ob¬ 
jectives of advertising should bear to the long-term goals 
of marketing management. 

4. What is an “advertising opportunity?” How can advertising 
opportunities be detected? 

5. Under what conditions are consumers likely to be willing 
to pay more for an advertised product than for an unadver¬ 
tised product? Using your own shopping experience as a 
guide, provide some examples of instances where you paid 
more for an advertised product when competing unadver¬ 
tised products were available? 

6 . Currently, a certain manufacturer sells 5,000 units of his 
product in a given marketing area each year. The product 
is distributed through retailers and the manufacturer has 
not used local advertising in this particular area for several 
years. Retailers pay the manufacturer $20 per unit of the 
product and price it at $25. The manufacturer estimates his 
total costs per unit at $17.50. This manufacturer now wants 
to launch a local advertising campaign in the marketing 
area and estimates that the cost of an adequate campaign 
would amount to $20,000. How much additional sales volume 
should this advertising campaign produce in order for the 
manufacturer to break-even on the cost? 

7. How does a company’s financial condition affect manage¬ 
ment’s decision to use advertising for the purpose of pro¬ 
ducing immediate sales? For the purpose of ptoducing de¬ 
ferred sales? What arguments might a management use in 
an attempt to secure a bank loan for purposes of carrying 
on an advertising campaign? 

8 . How are advertising decisions affected by each of the fol¬ 
lowing: 

a. company policy on distribution intensity 

b. channels of distribution for the product 

c. competitors’ advertising practices 

d. replacement rate and consumption time for the product 

e. price of the product 

9. If you were the marketing manager of a large manufacturing 
company which had an advertising budget of millions of 
dollars, would you favor or oppe^ the commission system of 



518 AKBAS OF DECISION 


compensating advertising agencies? Why? Would you take 
the same position if you were the president of a large adver¬ 
tising agency? Why? If you were the owner of a large city 
newspaper, what would be your position on this question? 
Why? 

10. Under what circumstances would you advise a manufacturer 
to switch advertising agencies? Under what circumstances 
might an advertising agency voluntarily “resign" a manu¬ 
facturer’s account? 

11. “The size of the advertising appropriation should be based 
on advertising effectiveness.” Bearing this “should be” state¬ 
ment in mind, how might you, as the manager of a mar¬ 
keting research department, contribute to the decision on 
size of the advertising appropriation? 

12. Compare and contrast the following approaches to deter¬ 
mining the size of the advertising appropriation: 

a. incremental 

b. per-cent-of-sales 

c. objective-and-task 

d. arbitrary 

e. matching competitors’ expenditures 

f. tax per unit of product 

13. To what extent should the sales forecast be considered in 
determining the size of the advertising appropriation? In 
selecting media? 

14. Select five full-page advertisements from a recent issue of 
Life or Look, and list the main factors that probably caused 
each advertiser to select this particular medium. 

16. ^Everyone connected with advertising—the advertiser, the 
agency, and the media—has a sincere interest in finding out 
whether advertising is successful.” Agree or disagree? Why? 
16. Comment on the following two statements; 

a. “Advertising’s job, purely and simply, is to communi¬ 
cate, to a defined audience, information and a frame-of- 
mind that stimulates action. Advertising succeeds or fails 
depending on how well it communicates the desired in¬ 
formation and attitudes to the right people at the right 
time at the right cost.” 

b. “The average consumer is subjected to roughly 1,600 
advertising impressions per day. As a result, he is devel¬ 
oping an imperviousness to advertising* in general and 
an increasing ability to shut off advertisers’ messages.” 
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17. From time to time, cert^m politicians suggest that a taac 
should be placed on advertising, not only to raise revenue 
but to protect consumers from “further commercial inva¬ 
sions of their homes.” As a marketing executive, what posi¬ 
tion would you take with regard to this proposal? As the 
"target” of advertisers' messages, what is your attitude? 
Justify the positions you take. 

18. In a certain city there are two large newspapers—a morning 
and an evening paper—^both of which reach similar audiences 
and have the same circulation areas. Advertising rates per 
column inch are: $7.00 in the morning paper and $10.50 in 
the evening paper. The morning paper has a circulation of 
200 ,000, and the evening paper has a circulation of 250,000. 
Calculate and compare the milline rates of these two papers. 
Under what conditions might an advertis^ use the paper 
with the higher milline rate? 

19. A book publisher wants to insert a page of advertising in 
one of two monthly magazines, both of which are directed 
primarily to male audiences. The first magazine has a page 
rate of $6,500 and a circulation of 875,000, while the second 
has a page rate of $7,100 and a circulation of 1,140,000. 
Assuming that the audiences of both magazines are roughly 
comparable (i.e., from the standpoints of age, income, geo¬ 
graphical location, etc.), which is the better buy? Under what 
conditions might the publisher decide to use the other maga¬ 
zine? 

20. Western Pretzel Works, Inc., has retained an advertising 
agency to handle its advertising for the forthcoming year. 
Media expenditures are anticipated as follows: 



Card Rate 

Media Commission 

Consumer Magazines 

$100,000 

15% 

Dealer Magazines 

24,000 

10 

Newspapers 

46,000 

15 

Outdoor Posters 

6,000 

i6h 

Television 

43,000 

15 

Total 

$219,000 



Costs of art work, typography, etc. are estimated at 
12 ,250, and the agency will bill the company for these items 
at cost plus 15 per cent. Western Pretzel has a long standing 
policy of taking all cash discounts and plans on paying in- 
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voices received from the agency within the cash discmint 
period. The discount will amount to 2 per cent of the net 
costs of space and time. 

Assuming that the agency is to be compensated on the 
commission basis, what is; 

a. the total amount Western Pretsel will pay the agency? 

b. the total amount the agency will pay to all media and 
services? 

c. the total amount the agency will receive as compen¬ 
sation? 

21. Newton Packing Company is a medium-sized meat packer lo¬ 
cated in eastern Washington. For several years, annual sales 
have been approximately $5 million. Newton handles its own 
whcdfcsaliDg of the fresh and smoked meat and meat prod¬ 
ucts it processes. In addition, the company wholesales the 
products of other manufacturers not engaged in direct dis¬ 
tribution in the territories covered by Newton. The com¬ 
pany sells its products to independent retail meat markets 
and meat departments, to large chain grocery organizations, 
and to certain high-class restaurants and hotels. Newton 
salesmen cover territories in Washington, Oregon, Idaho, 
Montana, and northern California. 

In the past, this company did not use an advertising 
agency, but recently arrangements have been made for a 
small Seattle agency to handle the company’s account. The 
Newton advertising manager working in cooperation w’ith 
the account executive has proposed the following adver¬ 
tising budget for the coming year: 


Costs of artwork, typography, etc., 
and all overhead expenses 


116,000 


Media Costs: 

Magazines 

TV spot announcements 
Dealer cooperative advertising 
Dealer display materials 

Reserve for Contingencies 


$42,000 

7,000 

14,000 

20,000 83,000 

1,000 

$ 100,000 


a. As president of Newton Packing Company, what ques¬ 
tions might you ask the advertising manager about this 
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proposed budget? What further information might you 
ask for? 

b. What further refinements in the method of presenting 
this budget should be made? 

c. What method was used to determine the siae of this adver¬ 
tising appropriation? IVhat should be the relationship 
between past sales history, anticipated future sales, and 
the advertising budget? 



MANAGEMENT 
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PERSONAL 
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If a marketing program is to have maximum impact, 
there must be close coordination of advertising and per¬ 
sonal selling efforts, both in their planning and im¬ 
plementation. A good part of advertising effort may be 
wasted if personal selling effort is not directed and ap¬ 
plied in ways that will capitalize on the interest aroused 
by the advertising. Similarly, personal selling effort is 
wasted in explaining details (about the product to cus¬ 
tomers and prospects) more economically explained 
through advertising. 

Determining the proper “mix” of advertising, personal 
selling, and other forms of promotional effort is one of the 


022 
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fundamental problems of marketing management. If management decides 
to rely mainly on personal selling, advertising may be used primarily as 
a means of making salesmen’s calls more effective. For example, advertis¬ 
ing may be used to midce dealers more receptive to the sales pr^entation, 
or to convey part of the selling message, thus saving much of the sales¬ 
man’s time. In some situations, advertising may take care of the need for 
contact with smaller accounts, thus making it possible for the salesmen 
to concentrate on the larger and generally more profitable accounts. The 
opposite situation exists when management decides to rely mainly on 
advertising: here, advertising does the pre-selling and order-taking be¬ 
comes the salesmen’s chief function. But the general rule still holds; if 
management has made a rational decision on the marketing mix, the last 
advertising dollar should bring in results identical to the last personal 
selling dollar. 

There are both differences and similarities between tl#management of 
personal selling and the management of advertising: unlike advertising, a 
manufacturer must ordinarily assemble his own pool of selling talent, 
develop its skills, and direct it in his effort to maximize profits. It is, of 
course, possible for a manufacturer to shift the entire personal selling 
responsibility to middlemen, but this is not as common a practice as the 
shifting of advertising responsibilities to an agency. Like advertising, there 
are problems in determining the kind of selling force needed, its size, the 
method of compensating salesmen, the amount of the personal selling ap¬ 
propriation, and the best ways of allocating personal selling effort among 
customers and prospects. There is also the problem of appraising personal 
selling effectiveness. We will consider all of these in the following dis¬ 
cussion. 


DITIMMINATION OP KINO OP SELLING PORCI NEEDED 

The kind of sales force that is best for a particular manufacturer depends 
on many factors, but especially on the marketing mix or the marketing 
strategy. The marketing mix or the marketing strategy, in turn, de¬ 
pends on such basic things as the nature of the product line and the sort 
of markets the manufacturer desires to cultivate. All salesmen in some 
situations must aggressively seek orders and in other situations need only 
take orders that come to them, but the degree of emphasis on order-taking 
and order-getting varies with different selling jobs. The driver-salesman 
for a soft drink bottling company is primarily an order-taker, since his 
product has already been strongly pre-sold to the consumer, and the re¬ 
tailer reorders automatically for stock. The salesman calling on house¬ 
holders to sell encyclopedias is much more of an order-getter, since he has 
the primary responsibility for creating demand. If advertising is the pre¬ 
dominant element in the maiketing mix, distribution channels are likely to 
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be indirect, and the manufacturer’s salesmen are apt to be order^takers 
primarily and order-getters only incidentally. The opposite situation exists 
when advertising backs up personal selling in the marketing mix; distri¬ 
bution channels are normally more direct, and salesmen must concentrate 
more on selling since they cannot merely take customers’ orders. Depend¬ 
ing on the nature of the marketing mix, salesmen may be either active 
or passive forces in achieving sales through contact with customers and 
prospects. 

THE MISSIONabV SALESMAN. The missionary salesman is only indirectly 
concerned with order-taking and order-getting, since the order is an in¬ 
direct result of his primary public relations and promotional responsibili¬ 
ties with middlemen. Found only in consumer goods marketing, missionary 
salesmen work closely with dealers and distributors, performing such 
duties as checkii^ middlemen's stocks, training wholesale and retail sales 
personnel, handling product demonstrations in retail outlets, briefing mid¬ 
dlemen on the manufacturer b advertising program and impending new 
products, and assisting middlemen with other activities which enable 
them to do a more effective selling job for the manufacturer. In some 
fields (e.g., drugs and pharmaceuticals) the missionary is known as a 
’’detail man” and makes calls on individuals who influence, though they 
do not make, purchase decisions te.g., doctors, dentists, and hospital ad¬ 
ministrators) . 

THE SALES ENGINEER. Tho sales engineer is the industrial goods coun¬ 
terpart of the missionary salesman. Frequently, though not always, he has 
a technical background and formal education in engineering or some sci¬ 
ence. He performs functions similar to those of the consumer goods’ mis¬ 
sionary salesmen but he normally devotes more of his time to acquainting 
middlemen and industrial users with the technical characteristics of the 
products and with new applications of the products, and in helping them 
design installations or processes which incorporate the manufacturer’s 
products. When an industrial goods manufacturer sells directly to users, 
and particularly when he seeks large orders to be manufactured to cus¬ 
tomers’ specifications, the sales engineer will usually deal with a certain 
classification of account In the electronics and missiles fields, for ex¬ 
ample, sales engineers are often used to concentrate exclusively on main¬ 
taining contact with military and government officids who either make or 
influence buying decisions. 

It has been suggested that some companies could profitably break with 
tradition and specialise their salesmen in either of the two quite different 
tasks that make up the job of the field salesman—(1) retaining existing 
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customess and (2) converting mm-cunomers into customerB. The argu- 
mrat for this is that most companies should have some salesmen special* 
ising in sales maintenance activities, and others in sales developnwnt Two 
writers who favor this proposal sum up their position as follows: ^ 

.. .there is a '‘Gresham’s Law” of personal selling; when a salesman haa a 
choice between routine sales maintenance activities and sales development 
activities requiring creativity, ingenuity, and resourcefulness, he will tend to 
give precedence to sales maintenance. Therefore, if sales development is to 
take place as a sustained and all-out effort, it is necessary to assign the task 
to salesmen who are prohibited from engaging in 6a]e^ maintenance and are 
rewarded only for developing new accounts; in other words, to set up a 
specialized d^elopment task force within or auxiliary to the field sales 
department. 

Specialisation by task ... is a solution ... using to best advantage the talents 
and skills of every field salennan. Men who possess the qualities necessary 
for development work can be reUeved of maintenance work which does not 
require full use of their rare and valuable capabilities. Similarly, salesmen 
who are effective in sales maintenance but lack the traits needed for new 
account development can be relieved of the need for “putting in” time and 
effort at the latter job. This time and this effort are largely wasted in such 
activity, but they can and would bring results in sales maintenance.... 

Furthermore, specialisation should eliminate much of the very great waate 
which now typifies personal selling, by making possible more efficient utiliza¬ 
tion of manpower resources. In particular, it should eliminate the very high 
costs which are incurred when men with the gifts required for performance 
of the vital, difficult, and tri'ing assignment of sales development are given 
responsibility for sales maintenance which they ran do almost without half- 
trying, while other men who are not sufficiently gifted to develop markets 
but who cun perform sales maintenance skillfully aic, nevertheless, called on 
to work at development and are unhappy while doing it.... 


Important of the Job Ooscription 

In every company, the job description, clearly outlining the duties and 
responsibilities of every selling job, lies at the heart of sales force man¬ 
agement. The nature of sales positions varies from company to company 
for although salesmen in different companies have similar duties and 
responsibilities, the emphasis on specific tasks differs. This follows from 
the fact that no two companies have exactly the same marketing situa¬ 
tions. Salesmen in particular companies develop certain skills, but when 
they move to different employers not all of these skills can be applied in 
the same waya or with the same emphasis. Salesmen’s skills gained in the 
service of one onployer, then, are transferable but the unique ways the 
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skills are applied are not. Thus, when an experienced electric typewriter 
salesman accepts a new job selling adding machines and calculators, his 
general understanding of the buying procedures and motivation of o&ce 
management is transferable, but he must learn their reasons for use or 
nonuse of calculators and the comparative advantages of competitive 
models. 

Effectiveness in managing the personal sales force depends considerably 
on the completeness and accuracy of the sales job descriptions. Throu^ 
analysis of the duties and responsibilities making up the job, management 
derives the set of qualifications which salesmen should possess. This fur¬ 
nishes guidance in searching out the potentially most fruitful sources of 
recruits for the sales force and in selecting for employment those with the 
best qualifications. Comparison of the qualifications given in the job 
description with the qualifications of those newly hired indicates the 
needed breadth and depth of the initial sales training program. Similarly, 
comparing the job description with the qualifications possessed by the 
veteran salesmen is a basic technique of salesman evaluation and assists 
in determining the content of refresher sales training courses. Further¬ 
more, the job description provides guidance for management in designing 
the sales compensation plan and in arriving at the best methods for 
supervising salesmen. 

In some well-managed companies, the sales job description carries with 
it a statement of the performance standards management will use in 
appraising the salesman’s effectiveness. For instance, if the job descrip¬ 
tion reads ''the salesman will maintain frequent contact with all his as¬ 
signed accounts,” there is a parallel statement such as “calls on Class A 
accounts are to be made no less than 26 times per year, calls on Class B 
accounts are to be at the rate of 13 times per year, and calls on all other 
accounts are to be restricted to no more than 6 per year.” Each of the 
salesman’s duties and responsibilities outlined in the job description has 
a parallel statement indicating management’s definition of what consti¬ 
tutes good performance. Thus, salesmen are provided with a means to 
self-guidance and self-evaluation, and management’s eflBciency in super¬ 
vising and controlling salesmen’s activities is enhanced. 

Rat9 of Solos Force Turnwer 

A widely-used measure of efficiency in sales force management is the rate 
of sales force turnover. It is defined as the number of salesmen separated, 
resigned, fired, etc. per 100 on the sales force. Thus, the formula for 
calculation is: 

Rate of Sales Force Turnover _ Number of Separations ^ jqq 
(E xpressed as %) Average Size of Sales Force 
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Assume that a certaiii company has a sides force whose average 8irei^;th 
is 200 men, and has IS separations during a given year: 

^ X 100 = 7Ji% Rate of SJ« Force Turnover 

If this company has a 7.5 per cent rate of sales force turnover over a 
long period, the entire sales force is being replaced once every 13H years 
(100% -f- 7.5% = 13*4). 

With increases in the rate of sales force turnover, costs of managing the 
sales force rise. According to one study, it costs (on the average) $7,813 
to search out, select, hire, and supervise a salesman until he begins to pay 
his own way.® This cost figure relates only to the directly traceable, out- 
of-pocket costs of turnover. It does not include such costs as those of lost 
business or loss of good will caused by mistakes made by inexperienced 
salesmen, or any of the other expenses associated with taking on sales 
personnel who do not succeed. Few companies have accounting systems 
refined enough to permit accurate quantitative measurement of the impact 
of salesman turnover on profit. However, a reasonable estimate of the 
actual total costs of salesman turnover for manufacturers may average 
at least $10,(XX) per separation. Thus, sales force turnover in the example 
above could be costing the company at least $160,000 each year. 

Still, every sales force should have some turnover. When there is no 
turnover, the sales force may be growing stale, and inefficient salesmen 
may be staying on simply because management has failed to replace them. 
The sooner management identifies ineffective salesmen, the sooner they 
can be replaced by salesmen with greater productivity. Even in a sales 
force made up predominantly of effective people, there will still be some 
turnover since such people are prime candidates for promotion to mana¬ 
gerial positions. Moreover, even the most successful systems of salesman 
recruitment and selection are far from perfect; and salesmen who will 
subsequently fail are bound to seep through even the most elaborate 
screening processes. 

Management should also analyze sales force turnover periodically to 
determine the extent to which highly productive salesmen are leaving the 
company. When this is happening at an alarming rate, managerial in¬ 
effectiveness may be the cause. The average quality of the salesmen hired 
may be too high for the company, so that the job provides little challenge 
or opportunity for improvement to many of the salesmen after their initial 
period of training is completed. It is not worthwhile hiring such men since 
they are soon attracted away by more stimulating and rewarding jobs. In 
other instances management may be incapable of providing sufficient chal- 
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IcaifM and opportunities to retain good people. The supervisor should help 
the salesman achieve his maximum potential and the maximum potential 
of his market, or he will become dissatisfied and seex other employment. 
Therefore, in appraising sales force turnover, one needs to know the 
causes of turnover as well as the rate. Similarly, in its appraisal of sales 
force turnover, management should always re>examine the job description 
and consider how accurately and fully it still describes the company sales 
job. 


VITItlilNATIOII Of mi Of IALU fOICI 

Since an individual salesman performing the duties and resimnsibilities 
set forth in the job description represents one unit of sales manpower, 
determining the proper number of salesmen is equivalent to determining 
the number of units of sales manpower needed to accomplish manage¬ 
ment’s sales and profit objectives. Thus, logically the sales and profit 
objectives, both derived from the sales forecast, should establish the opti¬ 
mum sise of the sales force. If the sales job description is accurate and 
complete, it should be possible to estimate the number of dollars of sales 
volume each salesman should produce. Dividing this aznount into fore¬ 
casted sales volume and making an allowance for sales force turnover 
should indicate the number of salesmen needed. These relationships are 
shown in the following equation: 

N=A + T(S/P) 

which reduces to: 

N=-|(l + T) 

w’here: N is the number of bulesmen 

S 18 the forecasted sales volume 
P 18 the sales productivity of an individual salesman 
and T 18 the allowance for rate of sales force turnover. 


Equations of this sort are particularly useful in determining how many 
new salesmen must be recruited. For instance, assume that forecasted sales 
volume (S) is $10,000,000, the sales productivity of an individual salesman 
(P) is $100,000, and the expected rates of sales force turnover (T) is 
10 per cent. Further assume tiiat the sales force has a present strength of 
90 salesmen. Inserting the appropriate figures in the equation abm'e: 


$ 10 , 000,000 
100 ^ 00 “ 
N= 110 


( 1 . 10 ) 
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In this illustration, 20 additional sal^men arc needed (110 — 90), but 
turnover is expected to account for 10 departures in the coming year. This 
anticipated average size of sales force is 100 (i.e., % of 90 + 110). There¬ 
fore, a 10 per cent rate of sales force turnover represents 10 departures, 
not 11. During the course of the year, then, this company must recruit 
10 men to replace those who leave, and 10 more who represent a net in¬ 
crease in the size of the sales force. Notice that this simplified model does 
not take into account the training time required for bringing newly re¬ 
cruited salesmen up to the desired level of sales productivity. An actual 
planning model of this sort would be developed on a monthly or quarterly 
basis and would have “lead" and “lag” relations built in to allow for the 
lead time necessary to train new salesmen. If newly hired salesmen spend 
two months in a full-time training program before bc-ing assigned to pro¬ 
ductive jobs, there is a two-month lag between recruiting and actual in¬ 
crease in sales productivity. Recruiting must lead actual need for new 
salesmen by two months to adjust for this.^ Also, the model assumes that 
sales potential is equal in all territories. When this is not true, the model 
must be designed to compensate for the differences. 

DiflSculties encountered in making the estimates for this model vary 
both with the factor being estimated (N, S, P, or T) and with the company. 
The crucial estimate for the sales productivity of an individual salesman 
relies heavily on the accuracy and completeness of the sales job descrip¬ 
tion; but it also depends on management's skill in appraising what can 
be reasonably expected of those who fill the sales positions. Estimating 
the sales force turnover rate is largely a matter of analyzing previous 
experience and should present no insurmountable problem.* 

The estimate for forecasted sales volume deserves .‘special comment. 
Most probably the size of the sales forecast in many situations is itself 
influenced by the size of the sales force which management plans to have. 
Indeed, any realistic forecast of sales volume necessarily must take into 
account the mifnbcr of salesmen at management’s disposal. When a com¬ 
pany is young, and especially when it is growing rapidly, its potential sales 
volume often depends primarily on the number and ability of its salesmen. 
In such a company management may actually derive it.K .sales forecast by 
multiplying the estimated sales productivity of an individu'al salesman 
by the number of salesmen it has, can expect to keep, and can recruit and 
train in the coming period. But as a company extends its distribution over 
wider and wider geographic areas, and as it approaches maturity, the 

ZR. 8. Weinberg, An Anatytieal Approach to Advrrtitinif Expenditure 8traie§p 
(New York: Aeeociatioii of National Advertiaera, Inc., 1060), p. 08. 

4 For a auggeated method of determining aize of aalea force with the objective of 
maximizing the profit return aa a percentage of the inveatment, aee: W. J. Semlow, 
“How Many Salpamen Do You Need,’' Harvard Butineu Review, Vol. 37, No. 3 
(May-June 19SO), pp. 126-132. 
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situation reverses itself, for then the sise of the sales force is determined 
by making the sales forecast first, and dividing this by the expected sales 
productivity of an individual salesman (making adjustments for antici¬ 
pated sales force turnover, needed training time, and similar factors). 


COMPiNSATINa SALfSMIN 

Management has two main decisions to make with respect to the compen¬ 
sation of salesmen. One is on the level of compensation—^that is, how 
much salesmen should be paid. The other is on the method to be used in 
paying the salesmen. 

Determining the Compensation Level 

In determining the level of compensation, the most important factor for 
management to take into account is the nature of the salesman’s job. The 
duties and responsibilities inherent in the selling job, preferably as set 
forth in a job description, should be examined in order to determine the 
quality of salesmen desired. Next, the average amount of annual income 
needed to attract and hold such men should be determined. This requires 
investigation of the compensation levels in companies employing com¬ 
parable grades of salesmen. Results of this investigation should provide 
management with a clear indication of the decision it should make as to 
the level of compensation. 

Sometimes, management finds that the market value of the desired 
quality of salesmen is more than the company can afford to pay. A break¬ 
even type of calculation helps determine whether this is the case. For ex¬ 
ample, if the market value for salesmen of the desired quality is $20,000 
per year, and if the average gross margin available for paying salesmen 
is estimated at 10 per cent of sales volume, then each salesman must 
produce $200,000 in annual sales ($20,000 -i- .10) for the company to 
break even. This calculation should be checked against that used for de¬ 
termining the optimum size of sales force. If the two calculations are 
found to be inconsistent, the job description should be rewritten in more 
realistic terms. When a revised job description is made available, the two 
computations should be made again. This process should be repeated as 
many times as are necessary, until the two calculations are mutually con¬ 
sistent. The size of the sales force and the salesmen’s compensation level 
depend on the firm’s capabilities for making sales and earning ^gross mar¬ 
gin dollars. 

Far more than for most types of jobs, the compensation level for sales 
jobs is influenced by external supply and demand factors. Salesmen enjoy 
greater job mobility than most other employees, and they are often in 
daily contact with potential employers. With the intention of achieving 
fairer pay relationships among different jobs, more and more companies 
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are designing and installing job evaluation and salary administration sys¬ 
tems. Marketing management should insist that the monetary attractive¬ 
ness of sales positions be no less than that for comparable jobs in other 
departments and, properly operated, a job evaluation and salary admin¬ 
istration system will assure this. Normally, however, because of the strong 
pull exerted by outside firms employing salesmen of similar quality, sales¬ 
men receive somewhat higher rates of pay than either production workers 
or office personnel. Therefore, marketing management m\ist demand that 
the salary administration system take into account the impact of external 
compensation levels, if the system is used for setting the level of sales¬ 
men’s compensation. 


Deciding the Method of Compensation 

Having determined the appropriate pay level, marketing management’s 
next task is to decide on the method of payment. Every method for pay¬ 
ing salesmen represents some combination of tlie four elements of com¬ 
pensation: (1) a fixed portion (salaryi, (2) a variable portion (commis¬ 
sion, bonus, or participation in profit sharing), (3) an element providing 
for either the reimbursement of expenses or payment of exjnmse allow¬ 
ances, and (4) “fringe benefits” such as paid vacations, pensions, insur¬ 
ance, and stock purchase privileges. Since “expense reimbursement” and 
“fringe benefit” arc never used alone, we may exclude them from consider¬ 
ation. Thus we find that there are three basic methods of payment: (1) 
straight salary, (2) straight commission, and (3) a combination of salary 
and one or more variable features. 

Each of these methods represents a different weighting of the relative 
importance of two underlying purposes of compensation—to provide man¬ 
agement with the power to direct salesmen’s activities, and to furnish 
.salesmen with the incentive to work productively and efficiently. At the 
two extremes are the straight salary and straight -commission methods. 
The straight salary method, at least in theory, should provide manage¬ 
ment with the maximum power to direct salesmen's efforts along the po¬ 
tentially mo.st productive lines. The employer guarantees a total fixed 
income to the salesman and has the right to ask him to engage in activities 
that are not directly productive of sales. Under the straight commission 
method, where the amount of a safesman's earnings is closely related to 
his selling efforts, he properly resents demands on his time for unproduc¬ 
tive activities by his employer. The justification of the straight commission 
system is that it provides salesmen with the maximum of direct financial 
incentive to strive toward high selling efficiency. Neither straight salary 
nor straight commission, however, are as widely-used as the combination 
method. By including both a fixed element and one or more variable ele¬ 
ments in thdr plans for paying salesmen, companies using combination 
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methods seek both to secure the needed control and to furnish snlesmen 
with the necessary motivation. 

The problem of deciding on a method of payment reduces to one of 
determining which elements to include and the proportion that each should 
bear to the salesman’s total income. Not every company does, or should, 
include all four elements. Each should try to select the combination of 
elements that will help the most in working toward the over-all goal of 
maximizing long-term net profits. In the following sections, we will discuss 
some of the more important considerations involved in the solution to 
this problem. 

BALANCING CONTROL AND INCENTIVE. The main Tcason why most com¬ 
panies use the combination plan is that it makes it possible for manage¬ 
ment to achieve a closer balance between control and incentive. Companies 
using straight salary rely heavily on it as a means to control and direct 
salesmen’s activities, and must look elsewhere for ways to provide incen¬ 
tives. Those companies choosing straight commission tend to view it as the 
main way of providing salesmen with incentives, and managements in such 
companies must find other ways to achieve control over salesmen. Of 
course, those with salary methods can always use salary increases as finan¬ 
cial incentives and those with commission methods may use changes in 
commission rates as controls. But, for the most part, users of the straight 
salary method must rely cither on offering liberal fringe benefits, or non- 
financial items such as salesmen’s medals or letters of commendation for 
good or excellent performance, to provide salesmen with sufficient incen¬ 
tives to do their jobs well, and these are often the best incentives that can 
be used with men whose incomes are well above subsistence-level. Simi¬ 
larly, companies using the straight commission method may seek the 
needed control over salesmen through either the fringe benefits offered or 
by resorting to such non-financial controls as close supervision. In all 
companies, obviously, the provision to salesmen of opportunities to ad¬ 
vance to managerial levels both gives management a degree of control 
and salesmen an incentive to gain prestige. 

So far as the compensation plan is concerned, however, balancing con¬ 
trol and incentive mainly involves deciding on the ratios that the base 
salary and the financial incentive should bear to the total compensation. 
Where companies wdsh to allocate a very large portion of salesmen com¬ 
pensation to salaries, the amount remaining for commissions- may be so 
low as to provide insufficient incentive for salesmlsn without raising total 
selling costs. In such cases, assuming that minimising total selling costs 
is of crucial importance, management would clearly be better off not 
to try to use a combination method. There are also opposite cases where 
the incentive portion of a combination plan bulks so large in the total that 
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salesmen tend to neglect duti^ for which they are not directly compen¬ 
sated. Analysis of a large number of compensation plans indicates that the 
most common distribution of payments is approximately 70 per cent salary 
and 30 per cent incentive and other variable elements. 

BECOGNiTioM OP PERPOBMAKCE DIFFERENCES. Since outstanding salesmen 
should be paid more than those who are mediocre or ineffective, salesmen’s 
compensation plans should be designed to result in differential payments 
according to differences in performance. At the same time, however, it is 
important that the plan not operate in such ways as to penalise or reward 
salesmen for factors outside their control, such as differences in territory 
potentials. 

The machinery for differential payment may operate cither automati¬ 
cally or at the discretion of management. Some variable elements, such as 
commissions based on sales volume, serve as automatic devices for differ¬ 
ential payment. If the variable element is a bonus paid for accomplishing 
a specific task, e.g.; one for attaining a certain percentage of the sales 
quota or for performing given promotional duties, differential compensa¬ 
tion payments result more or less automatically. When salary is used to 
effect differentials in compensation, management must make salary ad¬ 
justments often enough for them to accurately reflect changes in individual 
performance. Most managements seem to favor using the commission or 
bonus element as the main instrument for recognizing performance differ¬ 
ences—it not only operates automatically but readily makes downward 
as well as upward adjustments paralleling changes in performance. By 
contrast, managerial inertia usually causes salary adjustments to lag 
behind performance changes, and it is rare for them to be made in any 
direction but upward. 

SIMPLICITY. From management’s standpoint, it is advantageous to keep 
the compensation plan as simple as possible. Simple compensation plans 
normally cost less to administer than complicated ones. And, although a 
complex plan may often provide greater refinements in stimulation and 
reward, improvements in performance may not be enough to offset the 
increased administrative costs. 

There is another reason for keeping the compensation plan as simple as 
possible. The method of compensation should not be so complicated that 
the average salesman will have difficulty calculating his earnings. But it 
should be borne in mind that what one group of salesmen considers com¬ 
plicated may be thought ridiculously simple by other groups. Quite similar 
compensation plans may appear hopelessly complex to a wholesale grocery 
salesman but perfectly easy to understand to the engineering-trained sales¬ 
man of electronic components. 
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COMPANY FiNANaAL POSITION. The state of company finances often in¬ 
fluences the particular design of the plan chosen. Companies with strong 
working capital positions tend to favor the straight salary system, because 
it results in sales compensation expenses fixed in total amount but varying 
inversely percentagewise with sales volume. Smaller companies, especially 
those short of working capital, prefer the straight commission system in 
which compensation expenses vary in total amount, but are fixed as a 
percentage of sales volume. Combination plans differ in amount and type 
of financial flexibility, depending on the relative proportions of salary and 
commission built into them. Hence, from the financial viewpoint, combi¬ 
nation plans are compromises whereby a company may achieve the degree 
of financial flexibility considered desirable by its management. Perhaps 
that is a major reason for their increasing popularity. 


DETERMINING THE 
PERSONAL SELLING APPROPRIATION 

The logical starting points for determining the amount of the personal 
selling appropriation are the specific sales and profit goals established by 
top-management for the period just ahead. Marketing plans, drafted with 
a view toward achieving these goals, ultimately must be translated into 
the types and amounts of marketing effort required. Sooner or later, there¬ 
fore, management deals with the problem of converting these types and 
amounts of marketing effort into dollar estimates of the costs involved. 
Thus, an increase in the sales volume objective may call for the hiring of 
a certain number of new salesmen, their training, providing them with 
transportation and expense allowances, securing and assigning additional 
supervisors, and the like. The next step is to convert each activity into 
an estimate of the dollar cost. Therefore, in building the personal selling 
appropriation, management must do tw^o things: (1) estimate the volume 
of performance for each required activity and (2) convert these estimated 
performance volumes into estimates of dollar costs. 

As we indicated earlier, before determining the personal selling appro¬ 
priation, management should first determine the total promotional ap¬ 
propriation based on an optimum marketing mix; then, both the adver¬ 
tising and personal selling appropriations should be apportioned according 
to their relative importance as elements in the marketing mix. If it were 
possible to follow this approach, theory suggests that identical returns in 
terms of net profit should be produced by the last dollar invested in per¬ 
sonal selling and the last one invested in advertising 

Actually, neither advertising nor personal selling is purchased in dollar- 
sise units. Advertising is bought in terms of pages, agate lines of space, 
half-hour programs, 30-second and 15-second commercials, etc. Personal 
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selling effort is purchased in terms of units of sales manpower—^the incre¬ 
mental purchase is a salesman and not a dollar’s worth of selling effort. 

Some administrators mistakenly think that it is p<»8ible for them to 
buy personal selling effort in dollar-size units when they use straight 
commission systems. They seem to be accounting only for the commissions 
paid to salesmen for efforts which result in sales. Normally, however, some 
provision must also be made for reimbursing expenses incurred in connec¬ 
tion with calls, both those where sales were made and where they were not. 
Otherwise, commission salesmen are likely to “skim the cream” and call 
on only those accounts where they are sure to get large orders. Further¬ 
more, while payment of commissions, salaries, or both, and reimbursement 
of expenses are large items in the personal selling appropriation, they are 
by no means all of it. The total of that appropriation must also be ade¬ 
quate to cover expenses of recruiting, selecting, training, providing moti¬ 
vation and supervision, and of performing related sales force management 
activities. It must also make provision for paying the salaries and expenses 
of sales executives and for covering other overhead expenses. 

A relationship exists between the size of the sales force and the amount 
of the personal selling appropriation, but it is not a direct type of relation¬ 
ship. It varies not only with the company but with the decisions made by 
management. In apportioning the personal selling appropriation, manage¬ 
ment is continually faced with such questions as these: Should we hire 
five additional salesmen at a total annual cost of 175,000, or should we 
invest the same amount in refresher training for present salesmen? Should 
we add sales supervisors or use the same number of dollars for conducting 
sales contests? If such questions were resolved rationally, there would 5e 
an equating of the marginal productivities of alternative ways of spending 
the personal selling appropriation. But, in practice, such allocations are 
made largely on intuitive grounds. Management experiments constantly, 
always striving for the optimum allocation pattern. But since there is no 
known way for measuring or predicting the relative effectiveness of ex¬ 
penditures on the different activities, such allocations have to be made by 
trial and error methods. 


ALLOCATING FIISONAL SILUNO fPPORT 

In this section, we assume that management has already decided on the 
size of the sales force and on the apportionment of the personal selling 
appropriation. Management, in other words, has committed itself to some 
specific number of salesmen and to a final plan for spending the personal 
selling appropriation. These important decisions necessarily must be made 
before two other decisions can be made: in the language of “practical 
sales management,” these are the problems of (1) assigning salesmen to 
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territories and <2) routing and scheduling their calls on customers and 
prospects, so as to make the most of their selling time. 

Assignment of Sahsmon to Territories 

Assigning a salesman to a territory restricts his eiforts to a given geo¬ 
graphical area Containing some grouping of customers and prospects. Each 
territory, with its particular grouping of customers and prospects, repre¬ 
sents some potential volume of sales to the company. Whenever a salesman 
is assigned to a territory, management, in effect, has matched some level 
of selling skill with the amount of sales opportunity it believes present in 
that territory. Therefore, both the relative abilities of salesmen and the 
relative sales potentials of territories should be considered in assigning 
.•ipecific salesmen to specific territories. Too often, however, these problems 
fof appraising salesmen’s efficiency and evaluating territorial sales poten¬ 
tials) are treated independently of each other. Since salesmen differ in 
efficiency and territories differ in sales potential, a rational assignment of 
.-■alesmcn to territories would put the best salesman in the most fertile ter* 
ritory, the second best salesman in the second most fertile territory, 
and so on." Only if the assignment is made in this way will it be possible 
to maximize total sales in the entire market. Probably, practicing sales 
managers attempt to assign their salesmen this way, but little doubt exists 
that in most companies assignment decisions arc made intuitively rather 
than rationally.® 

Routing and Scheduling Salesmen's Calls 

Once salesmen have been assigned to territories, the next problem is to use 
their available selling time to maximum advantage. This is largely a mat¬ 
ter of minimizing the amount of “waste” time, and of securing the best 
allocation of jiroductive selling time among individual accounts and pros¬ 
pects in each territory. Included within the meaning of “waste” time, as 
used here, arc hours spent in travel between calls, time spent waiting for 
interviews, and other time during regular selling hours not used for per¬ 
forming either selling or non-selling duties (i.e., time “idled away”). 

Not every company uses formal planning and control of salesmen's 
routes and call schedules. In some instances, management’s philosophy ap- 
])ear8 to be that salesmen are the best judges of how they should spend 
their time. In other instances, the quality of the salesmen is so high that 
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management feels any move toward formal routing and scheduling is in¬ 
appropriate for such reasons as these: it is extremely difficult to predict 
the amount of selling time each account will require, as happens when 
salesmen sell products designed to each customer's specifications; the 
company uses “side-line" salesmen who represent several companies and, 
therefore, are virtually in business for themselves; or salesmen are en¬ 
gaged in door-to-door selling, where nearly every householder is a prospect 
(e.g., the situation in selling encyclopedias), and where salesmen have to 
adjust their routes and calls to accommodate the “at home” habits of each 
prospect. 

Aside from the exceptions noted above, most companies can derive great 
benefits from formal routing and scheduling of salesmen's calls. Besides 
increasing the chances that salesmen will be on the job when they are 
supposed to be, formal route and call schedules make it easier to contact 
them in order to provide needed and helpful information or last-minute 
instructions. Moreover, planning a salesman’s route for him, if done intel¬ 
ligently and efficiently, eliminates much back-tracking, travel time, and 
waiting time. Furthermore, providing a salesman with a schedule of calls 
makes it possible to adjust the frequency of call to fit the needs of cus¬ 
tomers and prospects more precisely, thus securing improved coverage of 
the territory.’’ 


APPIAItINA SALISMAN PIRPORMANCI 

Before examining the problems involved in evaluating the performance of 
salesmen, it should be noted that management alone bears the ultimate 
responsibility for maximizing the net profit contribution of the personal 
selling effort. Management makes the basic decisions: the type of salesman 
needed, the content of the job descriptions, the size of the sales force, the 
level and method of compensation, how individual salesmen should be 
deployed throughout the marketing area, and so on. None of these deci¬ 
sions can be made intelligently without considering their relation to the 
others. Furthermore, none should be made without careful consideration 
of its probable influence on attainment of sales and profit goals, and of 
the effect its probable cost will have on the personal selling appropriation. 
Success or failure in maximizing the net profit contribution of the personal 
selling effort is the responsibility of management, not of the salesman, and 
it is managerial excellence in making and implementing these decisions 
that determines the probable degree of success. 

Salesmen are the main instruments through which management tries to 
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maximise the net profit eontribution of the personal selling effort. They 
are instruments of management’s own choosing and training. The perform* 
ance of salesmen, individually and collectively, directly affects the success 
of the personal selling effort. So it is imperative that management have 
measures of the performance of salesmen. Unless there are such measure¬ 
ments, management is greatly handicapped in predicting the probable re¬ 
sults of its decisions. Moreover, measurement is absolutely essential for 
the making of rational decisions with respect to such questions as which 
salesmen to discharge, which to train further, and which to reward. Man¬ 
agement needs, therefore, to measure the performance of salesmen, both 
for purposes of decision-making and for control. 

Not only must there be measures of salesman performance, but there 
must be ways of distinguishing good from poor performance. Standards, 
or norms, must be established against which the performance of individual 
salesmen may be appraised. For decision-making and control purposes, 
the most useful performance standards are quantitative ones, but most 
companies also need to utilize qualitative criteria of appraisal. 

The Job Doscripiion and Performance Appraisal 
One place to start in appraising the over-all performance of a salesman 
is with the job description. If it is a good one it will not only detail the 
salesman’s duties and responsibilities but should also spell out the per¬ 
formance levels considered satisfactory by management. Comparison of 
what the salesman does with what the job description says -he should be 
doing provides insight into his total performance. The trouble with the job 
description, however, is that many of the salesman’s duties and responsi¬ 
bilities do not lend themselves to quantitative measurement. How, for 
example, can management measure how much good will a salesman 
builds? Or, what numerical measures are there for the salesman’s mental 
alertness in dealing with customers? Probably the best that can be done is 
to define, as clearly as possible, what performance is expected for each of 
the listed duties and responsibilities. Some definitions may include quan¬ 
titative performance standards (e.g., the frequencies with which calls 
should be made on different classes of accounts), but most necessarily 
have to be phrased only as qualitative statements of what is expected by 
management. 


Quotas 

Quotas are probably the most common yardsticks used by management 
to measure the performance of salesmen. A quota is nothing more*than a 
quantitatively expressed goal assigned to a specific marketing unit, such 
as to a salesman or territory. On the basis of his past performance a sales¬ 
man might be expected to produce a predetermined volume of sales, or on 
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the basis of measured market potential a territory might be expected to 
yield a predetermined volume of sales. Quotas may be in terms of dollar 
or unit sales volume, gross margin, net profit, otpenses, calls, number of 
new accounts, amount of dealer display space obtained, and other meas¬ 
urable units. 

A major (and obvious) problem in wor^iing with quotas is that of de¬ 
termining their size. Consider, for example, the dollar sales volume quota. 
Salesmen’s efforts do not always produce sales in the period for which 
their performance is being evaluated, and the results of a salesman’s cur¬ 
rent efforts may materialize only over many future operating i>eriod8. In 
addition, each salesman is faced with different working conditions, many 
of which influence the relative ease with which sales are made. Territory 
by territory, for example, there are variations in the strength of competi¬ 
tion, the time required for travel, and the amount of sales potential pres¬ 
ent. Thus, it is extremely rare to find a company which is justified in 
assigning identical sales volume quotas to all its salesmen. Because of 
competitive, physical, and sales fertility differences among territories, then, 
the sales volume quota for each salesman should be set individually. There 
is another important reason for indiv'idually-set quotas—the salesmen also 
vary in selling efficiency because of differences in training, experience, and 
native abilities. There is very little incentive value in assigning a salesman 
a sales volume goal that he hasn’t a chance of reaching. 

Another major problem ip working with the sales volume quota is that 
of distinguishing sales results produced by the salesman from those due 
to other causes. Advertising, for instance, is often at least a partial influ¬ 
ence in making many sales, but it is usually the salesman who writes the 
actual order. At other times, the salesman may write the order, but his 
supervisor or branch manager may actually have been the major influence 
in the customer’s decision to buy. In such cases, it is impossible to deter¬ 
mine the exact extent of the salesman’s contribution. 

The sales forecast should be the main basis for setting sales volume 
quotas, since carefully prepared sales forecasts, when intelligently broken 
down, result in quotas that are reasonable and thus attainable. By break¬ 
ing the sales forecast down into manageable parts—i.c., into sales volume 
quotas for individual salesmen—management can specifically define the 
results it expects from each man’s efforts. However, it should be recognized 
that a sales volume quota can be no better than the sales forecast from 
which it is derived. If the forecast is little more than a wild guess, the 
quota derived from it will be no better. Improvements in sales forecasts 
and sales volume quotas go hand in hand. 

In addition to providing management with a yardstick for appraising 
the efficiency of salesmen, sales volume quotas have some incentive value. 
Salesmen are likely to work much harder when quotas are used than when 
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they are not, especially if each quota is rotionally determined—^i.c., only 
after consideration is given to territorial differences and variations in 
sal^men. The fact that there ia such a goal, together with the knowledge 
that management expects its achievement, does cause most salesmen to do 
their best to achieve it. 


CONCLUSION 

Many important marketing decisions have to be made in the area 
of personal selling. Rational decision-making in this area is pos¬ 
sible only if management has two powerful tools at hand—^a reli¬ 
able sales forecast and complete and accurate sales job descrip¬ 
tions. In excellently-managed companies, the decision made with 
respect to the kind of sales force needed is expressed in terms of 
complete and accurate job descriptions. Such job descriptions pro¬ 
vide a sound basis for planning the activities involved in manag¬ 
ing the sales force; recruiting, selecting, training, compensating, 
motivating, supervising, and controlling. In determining the size 
of the sales force, management must consider both the sales job 
description and the magnitude of the sales forecast as well as such 
factors as the rate of sales force turnover. Decisions on levels and 
methods of salesmen’s compensation are greatly influenced by the 
duties and responsibilities detailed in the job description which, 
in effect, defines the quality of salesmen management wants to 
employ. Management’s detailed plans concerning (It the types 
and amounts of marketing effort required for realizing the sales 
forecast and (2) the size of the sales force are the two major 
items influencing the decision on the size of the personal selling 
appropriation. Decisions on the size of sales force and apportion¬ 
ment of the personal selling approp: iation necessarily precede and 
affect decisions on deploying individual salesmen throughout the 
market and utilizing their efforts to maximum advantage. Again, 
both the job description and the sales forecast see important serv¬ 
ice in the appraisal of salesman performance. Rational decisions 
in the personal selling area are interlocking ones, and the twin 
keystones which bind them together are the sales job description 
and the sales forecast. 


9UISTIONS AND PROBLIMS 

1. Compare the following types of salesmen: 

a. order-taker and order-getter 

b. missionary salesman and sales engineer 

2. Do you favor or oppose the proposal that salesmen should 
specialize either in sales maintenance activities or in sales 
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development? Why? If you worked for a company that spe¬ 
cialised its sales force in this way, would you rather be as¬ 
signed to sales maintenance or sales development? Why? 

3. What is a sales job description? Suggest some ways a com¬ 
pany might go about obtaining job descriptions for its sales¬ 
men. Discuss the relationship of the sales job description to 
recruiting, selecting, training, supervising, and controlling 
salesmen. 

4. The sales force of a certain manufacturer numbered 60 men 
at the start of the year and 80 men at the end of the year. 
Twenty men either resigned, were fired, were promoted, or 
otherwise left the sales force during the year. 

a. Compute the rate of sales force turnover. 

b. Assuming continuation of the present rate of sales force 
turnover, how long will it take to replace the entire sales 
force? 

c. Supposing this manufacturer says: ^'What good does it do 
me to know my rate of sales force turnover? How do I use 
this statistic?” What advice would you give him? 

d. Later on this manufacturer hears of a small company 
which had 5 salesmen at the start of the year, 8 men at 
the end, and lost 2 men during the year. He concluded 
that since this company and his own both had the same 
rate of sales force turnover, both must have been equally 
well managed. Would you agree? Why or why not? 

5. Suppose a certain manufacturer has a forecasted sales volume 
of $8,000,000, the sales productivity of an individtial salesman 
is $160,000, and the expected rate of sales force turnover is 
20 per cent. Assume further that there arc presently 40 men 
on the sales force. 

a. What is the "needed” size of the sales force in this ease? 

b. What is the anticipated average size of sales force? 

c. Suppose that it costs $10,000 to bring a new salesman up 
to the $160,000 sales productivity level. How much money 
can this manufacturer save, if he succeeds in holding the 
rate of sales force turnover to 10 per cent? 

6. Discuss the changes that occur in the relationship of the sales 
forecast co the size of the sales force as a company expands 
its operations and eventually matures. 

7. The management of a newly-organized company estimate 
the market value for salesmen of the quality it desires at 
$12,000, and further estimates the average gross margin avail- 
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able for paying salesmen at 15 per cent of sales volume. How 
much annual sales volume must each salesman produce for 
the company to break-even? 

8. How might break-even computations be used in setting the 
boundaries for salesmen's territories? To what extent would 
these computations be affected by the method of sales com¬ 
pensation used? 

9. Some cities have enacted laws, known as ''Green River Ordi¬ 
nances," which regulate or sometimes even prohibit house-to- 
house selling. Why are such ordinances passed? Why not pass 
similar ordinances to prohibit or regulate the activities of 
salesmen calling on business establishments? Why not pass 
laws requiring salesmen to be licensed and to meet certain 
minimum requirements, such as successful completion of a 
formal educational program or passage of a state-conducted 
examination? 

10. "With almost complete literacy in this country, with the prog¬ 
ress of automation, with the tremendous coverage afforded by 
radio and TV, and with the increasing effectiveness of adver¬ 
tising, the age of the salesman is fast disappearing. By the 
time we reach the year 2000, salesmen will be as rare as 
dinosaurs' eggs." What is your reaction to this statement by 
a critic of personal selling? Are salesmen in general in any 
great danger of being supplanted? W'hat about retail sales 
people? Wholesalers’ salesmen? Manufacturers’ salesmen? 

11. Professor Dale Houghton of New York University in a study 
of marketing costs reported in Printers' Ink (February 1, 
1957, p. 54) that 64 per cent of the consumer goods companies 
he studied spent more for the sales force than for advertising. 
Professor Houghton also found that among industrial goods 
companies, the cost of the sales force almost invariably ex¬ 
ceeds by many times the cost of advertising. What conclu¬ 
sions might be drawn from these findings? 

12. Answer the following questions pertaining to salesmen’s com¬ 
pensation : 

a. What factors should be taken into account in setting the 
compensation level? 

b. What are the main factors influencing the decision as to 
compensation method? 

c. Compare the* three basic compensation methods from the 
\dfewpoint8 of (1) management, (2) the salesmen, and (3) 
the customers called on by salesmen. 
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d. Explain how control and incentive are balanced under 
each of the three basic compensation methods. 

e. Why do managements generally prefer to use the commis¬ 
sion or bonus element in compensation as the main instru¬ 
ment for recognizing performance differences among sales¬ 
men? 

f. What is meant by ^'skimming the cream”? How does com¬ 
pensation level influence this tendency? Compensation 
method? 

13. Compare and contrast the methods for determining the per¬ 
sonal selling appropriation with methods for determining the 
advertising appropriation. 

14. What information does management need in order to make 
rational assignments of salesmen to territories? What research 
methods might be used in obtaining such information? 

15. Under what conditions should companies use formal routing 
and scheduling of salesmen’s calls? Under what conditions 
should salesmen route and schedule themselves? 

16. Why mmt management have measures of the i>erformancc of 
salesmen? How useful is the job description in making per¬ 
formance appraisals? What problems are encountered in using 
quotas as yardsticks of sales performance? 

17. Discuss the relationship of sales forecasting to the setting of 
sales volume quotas. 



MARKETING 

STRATEGY 

21 


In solving most major marketing problems, management 
must make several decisions—each seemingly independ¬ 
ent, all in fact closely interrelated. For example, a decision 
to increase or decrease the price on a product by some 
substantial amount means that management must re¬ 
evaluate other components of the marketing mix. But if 
the decision is to change the price by some small amount, 
there is usually little need to consider possible changes in 
product, promotion, distribution, or organization policies 
and practices. If a manufacturer now prices his product 
at $42 and he is considering raising the price to $50 (a 
fairly large price increase) he should rc-evaluate and 
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possibly make decisions on other components of the marketing mix. But 
if he plans to raise his price by only one dollar, such a re-evaluation of de¬ 
cisions would not be nearly as important. Thus, since a significant change 
in price can affect decisions on such things as product, preunotion, distribu¬ 
tion, and organisation policies, the ultimate success of the price-change 
decision, (when it is put into effect! depends on management's skill (and 
luck) in choosing the optimum combination of decisions We have, in 
Chapters 15 through 20, Considered each of the major decision areas in 
marketing; let us now examine them collectively as interrelated parts of 
a total marketing strategy. 

A particular firm’s marketing strategy is concerned with identifying 
opportunities to serve customers and serving them so well that it is diffi¬ 
cult for competing firms to take business away on a profitable basis. Mar¬ 
keting strategy, then, involves making a competitive search for customers, 
and the successful firm must make a better assessment of relative market¬ 
ing opportunities and obstacles than its competitors. The marketing strat¬ 
egist, like the military strategist, may adopt an offensive or defensive 
approach. When a marketer’s products are already firmly established in 
the market, he may be strongly tempted to adopt a defensive approach— 
i.e., to maintain a holding action. There is. however, always considerable 
danger in attempting to maintain or defend the status quo in a marketing 
situation, since this means yielding the initiative to competitors who may, 
for example, develop product innovations which might conceivably be suc¬ 
cessfully marketed, breaking established customer loyalties in the process. 
Seven-Up, for instance, first broke into the soft drink market not by in¬ 
troducing another cola, root beer, or other standard flavor, btit by devel¬ 
oping and marketing an entirely new flavor. As Seven-Up succeeded in 
carving out a market for itself, other bottlers (»f soft drinks, such as Coca- 
Cola and Pepsi-Cola, abandoned their predominantly defensive marketing 
strategies and took the offensive by introducing new flavors of tluur own. 
Thus, had the Coca Cola Company continued its defensive strategy, it 
would merely have striven to retain or increase its share of the cola drink 
market. But with the introduction of the lime-lemon flavor to the soft 
drink market, the total market expanded, and the comi)any that confined 
itseK to producing only the older flavors found it.self with u shrinking 
share of the tttal market. Instead of choosing this alternative, Coca Coin 
management chose to compete aggressively by introducing its own lime- 
lemon drink. 


COMFITITIVI SimiMM 

Tiic importance of and need for marketing decisions varies with the type 
of competitive setting. In a capitalistic society, three kinds of competition 
exist: pure competition, imperfect competition, and oligopoly. 
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U ws were to accept the classical economist’s definition of pure compe¬ 
tition, including the assumptions underlying this definition, we could 
reason that no marketer should be concerned with the plans and actions 
of his competitors. Essentially, this definition regards pure competition 
as a market situation where there is a large number of small sellers, none 
of whom is powerful enough to control or to influence the prevailing mar¬ 
ket price. In formulating this definition, the classical economist assumed 
that: (1) no single producer is so large relative to the market that he can 
appreciably affect the total supply of the product put on the market, (2) 
the products of all competing sellers are identical in all respects so con¬ 
sumers are indifferent as to which sellers they patronise, and (3) all buy¬ 
ers are completely informed of the prices quoted by all competing sellers. 
If these assumptions were wholly valid, no seller would have to be con¬ 
cerned with the plans and actions of his competitors: each seller would be 
too small to gain business at the expense of his competitors through price- 
cutting; it would be impossible to compete by offering a “better” product 
(since product differentiation is ruled out); and it would be futile to ad¬ 
vertise or carry on any other sort of promotional activity (inasmuch as all 
buyers are already fully informed and buy exclusively on the basis of 
price) 

Today, pure competition is almost non-existent, the closest approach 
to it being found in the cases of certain agricultural products, such as the 
crops of truck farm6. In marketing such products, the really important 
marketing decisions are those involved with physical distribution: mov¬ 
ing the products in time and space. A New Jersey tnick farmer, for ex¬ 
ample, has the choice of shipping his string beans to wholesale produce 
markets in Philadelphia or New York, or he may decide to delay sending 
them to market by a day or two in anticipation of a rise in price. But if 
the truck farmer is shipping lettuce or strawberries, the perishability of 
his produce may remove even the option of storing his output a short time 
in the hope of receiving a higher price 


Imp^rf^ct Competition 

In a modem economic society, such as in the United States,, most firms 
operate under conditions of imperfect, or monopolistic, competition, which 
means that all or some of the assumptions of pure competition do not hold 
in the marketing situations confronting most firms. In most industries 
there are some producers who are large enough to significantly influence 
tiie total supply of the product—e.g., Whirlpool-Kenmore in the washing 
machine industry. Nearly every seller’s product, whether it be peanut but- 
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ter or carpets, can be differentiated (at least in the minds of consumers) 
from competitive products. Most consumers are convinced that competing 
brands of even such 'Identical*’ products as soap, cigarettes, and od9fee 
are not exactly alike, so individual producers have opportunities to build 
brand loyalties among consumers and, hence, to control different shares 
of the total market. Even of greater significance is the fact that most 
consumers are not really fully informed about the offerings of competing 
sellers, usually not even adequately informed. This is illustrated by the 
ability of competing retailers to sell identical branded products at differ- 
ent prices. Indeed, in making many buying decisions, the individual con¬ 
sumer is often overwhelmed and confused by the sheer variety of products 
from which he must make his choice. Thus, the conditions of imperfect 
competition provide not only marketing opportunities for individual pro¬ 
ducers and resellers, but also clearly call for skilled marketing planning 
and appropriate action in the competitive struggle for survival and suc¬ 
cess (i.e., profit). If a seller has it within his power to differentiate his 
product, this provides him with a market message to relate through his 
promotional programs, and both of these provide him with some degree 
of control over the price of the product. Thus, the Morton Salt Com¬ 
pany, by differentiating its products through excellent packaging, can 
command higher than normal prices for salt 


Oligopofy 

In recent decades, an increasing number of industries in the United 
States have been moving in the direction of oligopoly —i.e., toward re¬ 
ducing the number of firms in an industry to a group small enough to be 
individually identified and known to each other. This is still imperfect 
competition, but in an extreme form. In the United States, oligopolies 
have developed in such industries as automobiles, appliances, soap and 
detergents, and shoes in the consumer goods field, and in steel, aluminum, 
textile machinery, and machine tools in the industrial goods field. There 
is a well-established long-range trend of expansion by the more success¬ 
ful firms, and of failure or disappearance through merger) by the less 
successful. Dramatic examples are provided by the soap and auto Indus¬ 
trie, both having been reduced from a very large number of competitors 
to a very small group in a period oi less than fifty years. This indicates 
Uiat there will probably be more, not fewer, oligopolistic industries in 
the future. Governmental agencies and congressional investigating com¬ 
mittees have been trying to discourage the merger movement as a threat 
to free competition. Proposed mergers may be denied and completed 
mergers may be declared illegal if they appear to be in conflict with the 
“aoU-monopoly” laws. However, the trend toward oligopoly is still clearly 
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going on through the slower proems of expansion by the succ^fu! and 
failure by the others, 

Oligopoly in an industry produces the most aggressive kind of com¬ 
petition. When there is a small number of large producers in an industry, 
the competitive moves of any one can have a significant effect on the 
market, so when one of the large soap companies introduces a new kind 
of liquid detergent, its competitors face the danger of a rapid loss of 
market if they do not respond immediately. For this reason, competitors' 
actions are watched closely and marketing changes by one firm are almost 
certain to be quickly matched or otherwise countered by its competitors. 
Changes in one competitor’s product, in his promotion, in his distribution, 
if they appear to hold some promise of improving his competitive posi¬ 
tion, are imitated, copied, or improved upon by his competitors as rapidly 
as time will permit, but price changes by individual industry members 
can be and are matched by others almost immediately. Industry-wide 
price adjustments are often made .so quickly that they appear to result 
from the collusive action of competiti)r!s when, in fact, there has been 
no collusion whatever. In recent years an announcement of a $100 price 
reduction on Chevrolets was followed almost immediately by an equal 
reduction on Fords. Ford management could not ponder whether or not 
they could afford to reduce prices; they simply recognized that, to retain 
their share of the market, they could not afford to ignore the competi¬ 
tor’s action. 

It does not follow that, because most oligopolies are highly competi¬ 
tive, oligopolies are never guilty of monopolistic activities. And, when 
collusive action is attempted, the limited number of competitors make 
cooperative action particularly easy. As a case in point, in .June 1959, 
a grand jury was convened in Philadelphia to investigate the pricing 
practices of electrical goods manufacturers, and subsequently charged 
six major manufacturers with participating in a conspiracy designed 
to fix prices on bids for government contracts. Although such conspiracies 
are often found among small local competitors, they are apparently 
rather unusual among large national competitors. 

MAftKITINO DieiSIONS IN A eOMFITtTIVf SITTIN« 

In any industry characterized by conditions of imperfect or oligopolistic 
competition, an individual producer, skilled in planning and applying the 
marketing forces under his control, has the power to capture the loyalty 
of certain market segments on a more or less permanent basis. This 
causes each producer to carefully consider the actions of competitors and 
their pcKssible reactions to any marketing decision he might make. Every 
area of marketing decision therefore, is infiuenced to some extent by this 
need to consider the actions and reactions of competitors. 
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Whether a producer is an innovator or a follower, hi# product decidons 
(if they are to prove successful) must take into account probable timing 
of competitors’ actions. For example, much of the careful research and 
testing that goes into a manufacturer’s development of a new product 
may be wasted, if some competitor manages to introduce a similar new 
product to the market earlier—^the competitor, then, gets not only credit 
for the innovation but has first “crack” at the market. In attempting 
to side-step such occurrences, manufacturers sometimes feel compelled 
to market new products that are not yet adequately tested. Furthermore, 
when one company introduces a new or greatly improved product, its 
competitors must be prepared to develop and introduce oomjMjtitive sub¬ 
stitutes as soon as it is clear to them that the innovation is experiencing 
market success; this, too, may cause some competitors to sacrifice ex¬ 
tensive testing in favor of early market introductions of their substitutes. 
Business history contains many examples of firnjs that slipped from 
positions of industry leadership to much lower statu.s (or even that dis¬ 
appeared entirely), following the introduction of new products that these 
firms were unwilling or unable to copy, or for which they were too slow 
in introducing competitive substitutes. Such an example was recorded 
in the washing machine industry after the mass introduction of fuUy- 
automatic washers in the decade after World War II. The total number 
of washing machine manufacturers was greatly reduced due to the attri¬ 
tion of manufacturers who failed to introduce automatic washers or who 
delayed too long in doing so. In 1951, after leading the industry for 
close to 30 years, the Maytag Company dropped to second position among 
laundry appliance manufacturers while the Whirlpool Corporation rose 
to first. Several trade magazines attribute?! this change to the intro¬ 
duction of an automatic washer by Whirlpool and failure to do so by 
Maytag.* However, the introduction of automatic machines did not 
guarantee success, since some of the companies that failed had eventually 
introduced automatic washers, but failure to conform to the new product 
innovations did apparently provide a guarantee of failure. 

Chonne/s of Distribution 

To use the militaiy analogy of strategy, channel decisions arc comparable 
to the military commander’s choice of battle field. Products, if they are 
to com)>ete successfully, must be available for purchase in places where 
buyers expect to make such purchases. If most customers, for instance, 
expect to find photographic film in drug stores and customarily buy their 

1 “Huuxoiioid C'luthen W«iilier« and Waaher-Dryer Combinationa/’^^tarkotinR Reaearch 

Department. Retibook Magazine. October 1957. McCall Corporation Xcw York. 
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film requirements in such (Hitleis, it will probably be more diflieult for 
a film producer to* sell his product through variety stores or hardware 
st<»*e8. Some film, to be sure, could be marketed through tiiese uneon- 
ventional outlets but, assuming other marketing circumstances to be 
equal, it should be much easier to sell film through outlets where most 
people expect to buy film. Similarly, a (xmsumer, seeing film in a hard¬ 
ware store, might buy it on an impulse basis when he is reminded that 
he needs film, but when he starts out with the primary purpose of buying 
film, he will go to a store that "always” carries film. Similar generalisa¬ 
tions hold with regard to other levels of distribution. Retailers seeking 
to buy a supply of some particular product ordinarily contact distribu¬ 
tors who they know handle such products. Nevertheless, it is sometimes 
not possible for a particular producer to use such "customary” chan¬ 
nels. For example, druggists already may be stocking two makes of 
film and, hence, may be unwilling to stock a third (and perhaps less 
well-known) brand which might result in larger inventories with no 
increase in sales volume, and, therefore, lower rates of stocktum. In such 
a circumstance, the marketer of a new film may find that his only feasible 
alternative is to persuade other types of retailers, such as grocers, to 
stock his brand, trying to overcome the "unconventional outlet” disad¬ 
vantage through offering a better product, a lower price, a more effective 
promotional program, or some combination of these. Many such in¬ 
stances have occurred where a producer who was late in entering a 
particular market discovers that conventional and traditional outlets are 
closed to him. These instances are especially common in marketing situa¬ 
tions where competitors adhere to selective distribution policies—^i.e., 
in situations where each retailer, distributor, or agent customarily limits 
his stock to noncompeting products of noncompeting manufacturers. 

Physical DisfribuHon 

Marketing decisions on physical distribution are comparable to the mili¬ 
tary commander’s decisions on logistics.^ Transportation (place) and 
storage (time) decisions are strongly influenced by the actions of com¬ 
petitors. If, for example, a Chicago luggage manufacturer has no com¬ 
petitors with plants or warehouses west of the Mississippi, he may serve 
the Washington and Oregon market areas directly from the Chicago 
factory by ordinary rail shipments. Suppose, however, that a competitor 
locates a new plant in Seattle; the Chicago manufacturer then finds 
it necessary to use either a faster transportation method, such as air 
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freight, or change his storage method, perhaps by setting up hia own 
warehouse in Seattle. His selection from these two alternatives will depend 
on which provides the lowest total expenditure on transportation, storage, 
and investment in inventories. If the Chicago manufacturer dow not 
choose to adopt either of these new procedures, the competitor with a 
Seattle-based operation may gain a strong competitive advantage tiirough 
his ability to provide faster delivery service to customers in that area, 
enabling them to reduce their own inventory investments because of 
quick delivery. 


Price 

The price a seller places on a product must bear some relationship to 
prices of competitive products. Although seme products of superior qual¬ 
ity or r^utation may be marketed successfully at higher-than-average 
prices, such prices should never be allowed to vary too far from the 
average of competitive prices. So when competitive prices drop, the 
marketer of the quality product must give serious consideration to cutting 
his price as well. And, also, when competitive prices rise, the marketer 
of the quality product can consider raising his price. Most marketers 
who desire to take ‘‘the offensive” prefer not to rely on price as the main 
competitive weapon, so they attempt to gain differential advantages 
over their competitors by stressing other elements in the marketing mix. 
Thus, when price uniformity prevails in an industry, this often indicates 
industry members* keen awareness of each other’s prices coupled with a 
common desire to avoid using price as the main basis of competition. 

Despite the general reluctance of marketers to use pricing as a com¬ 
petitive weapon, there are times when price competition offers the only 
or the most logical choice of action. Retailers opening new stores often 
offer sweeping price reductions on a temporary basis to overcome con¬ 
sumers’ established shopping patterns and attract them into the store. 
The same sort of strategy may apply with the introduction of a new 
product or entry into a new market. And if a competitor introduces a 
new product into the market, a price reduction may be a necessary com¬ 
petitive tactic to retain customers Price rpHuotioBo «ie a regularly used 
method of clearing out previous years’ models and seasonal merchandise. 
A few marketers use price regularly as a primary competitive device, 
but to do so successfully, they must combine a high level of efficiency 
with the acceptance of low profits per unit. At the retail level, R. H. 
Macy’s department store in New York, with its policy of consistently 
selling six per cent under competing department stores, is a highly suc¬ 
cessful competitor on the basis of price. Even at Macy’s, however, price 
is used only as one element in competitive marketing strategy. 
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Promotion 

Tlie promotional strategy Hiosen by a manufacturer—i.e., the meUiods 
he chooses in his efforts to stimulate market demand—are closely related 
to his sales expectations (properly derived from sales forecasts). If, for 
example, he believes that a five per cent sales increase is possible during 
the coming year, he will try to plan an advertising program and/or 
increase the strength and effectiveness of his sales force to the extent 
he thinks necessary to achieve the higher sales volume. Most such changes 
in a manufacturer’s promotional strateg>'. however, are based on the 
important assumption that the main competitors will not make drastic 
changes in their levels of promotional activity. Thus, if a leading firm 
in an industry' decides to increase its annual advertising budget from 
SIO million to $15 million, its main competitors will find themselves 
generally having cither to plan similar increases or risk losing their 
pre.^ent .«hares-of-the-market. If market demand for the product is ex¬ 
pansible, all firms in the industry may benefit from the increased adver¬ 
tising—i e., if indu.'itry sales increase enough to more than cover the 
costs of increased Hd^•ertising. If, however, market demand is not expan¬ 
sible (assuming each competitor’s advertising is as effective as the 
advertising of other firms in the industry), total industry sales will not 
increase and the added advertising simply reduces each firm’s gross 
margin and it^ net j)rofit. 

Promotional effort provides a means whereby a producer can gain 
differential advantage over his competitors. It is not only the number 
id dollars invested in advertising that is important, but also the effec¬ 
tiveness w’ith which these advertising dollars are used. Even though two 
competitors may match each other’s promotional expenditures, one may 
get back many more sales dollars from his investment than the other. 
Two advertising campaigns may cost the same number of dollars, but 
one, because it uses more powerful selling appeals, reaches a larger or 
mure receptive audience, or for some other reason may produce con¬ 
siderably more sales volume than the other. Similar generalizations 
can be nmUc ao to the oroductivity of the sales forces of different com¬ 
panies, The company with the more effective force management 
receives more dollars of sales per dollar spent on maintaining its sales 
force than a company with less effective sales force management. 

Anticipating Compotitors' Actions 

The anticipation of competitors' actions is a very important considera¬ 
tion in marketing decision-making Not every fimi can be a leader or 
innovator and, although there are advantages in '‘leading the pack” or 
in being first with something new, there are also considerable risks. Indus- 
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try leaders may gain little differential advantage if their competitors 
are prepared to follow very quickly, and this advantage may be more 
than outweighed by* possible disadvantages. The faihire rate for products 
that get to the market first is likely to be somewhat higher than for 
imitations—witn^ the first ball point pens for instance. So-called “inno¬ 
vations” in the market sometimes prove unacceptable to consumers. Teel 
liquid dentifrice, introduced by Procter & Gamble in 1948, is an example 
of an innovation that proved unacceptable to consumers anti was removed 
from the market. Although tlie management of a business may prefer 
to leave innovation to others, it must be prepared to imitate successful 
new products quickly. The firm that fails to anticipate important actions 
by its competitors risks being caught by surprise when such competitive 
actions occur, and may lose significant volumes of sales before it suc¬ 
ceeds in effecting some counter-action. 

FORMULATION OP MARKiTINO STRATtOY 

Formulating marketing strategy requires careful integration of all di¬ 
mensions of the marketing plan. Since there are no mathematical formulas 
to use in designing marketing strategy, marketing management must 
rely on its own decision-making skills. Ideally, a decision-maker should 
have some basis for (lct('rmining whether or not the inputs in the mar¬ 
keting mix (i.e., the combination of marketing decisions) is optimal and, 
therefore, whether or not the resulting profit or other dtisired outputs 
vill be optimal. This means that, although mathematical programing 
is impossible, the approach followed by the decision-maker should be as 
orderly as possible. 

An orderly approach to the design of marketing strategy involves mak¬ 
ing evaluations of the impact of each decision (on price, product, promo¬ 
tion, etc.) on the firm’s marketing situation and its markets. This should 
help to reduce the margin of error in optimizing the marketing program. 
Selections should be made from the variou.- marketing inputs (product 
variables, price variables, distribution channel variables, etc.) so that 
the combination of inputs going into a particular marketing program 
will be the best possible to acliievc the desired outputs. 

Facton in Selecting Marketing inputs 

competitors’ counter-moves. The relative effectiveness of possible 
counter-moves by competitors varies with different marketing inputs, 
and this must be taken into account by the decision-maker in selecting 
inputs. Mc»t competitors, for example, can easily and quickly match 
or adjust to price changes; however, they often find it difficult (and 
sometimes impossible) to follow or retaliate against product innovations. 
This explains why many marketers seek to gain differential advantage 
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over Uidr competitors by varying product characteristics rather than 
prices. Gasoline price wars develop because in most oasra some inde> 
pendent service station operators fail to evaluate alternative strategies 
intelligently. Anxious or even desperate to increase volume, an individual 
retailer will unobtrusively lower prices, hoping that competitors will not 
notice his action or will not copy it. Of course they do, and the result 
is the start of a price w'ar. If, instead, the retailer offers superior customer 
service as his competitive strategy, it may not be copied, and he will 
gain a competitive advantage. A marketer desiring to improve the “hit¬ 
ting power” of his marketing strategy should give first consideration to 
those moves involving inputs which are least subject to retaliatory actions 
by competitors. 

MUTUAL REINFORCEMENT. Some marketing inputs are mutually rein¬ 
forcing, and this factor should be taken into account in working toward 
an optimum marketing strategy For example, spending a certain sum 
for point-of-purchase displays carefully designed to tie-in with a national 
advertising campaign often increases the total impact of a promotional 
effort far more than an equal number of dollars put into additional adver¬ 
tising. Displays and advertisements can be made mutually reinforcing, 
since the display repeats the advertising message at a time when the 
consumer is in an outlet where the product is on sale. Similarly, product 
policy and distribution-channel policy can be mutually reinforcing or 
not, depending on the effectiveness with which the two types of policy 
are integrated. For instance, when a producer distributes his product 
through self-service retailers, potential buyers should be able to readily 
identify the product from its package, and to obtain from it information 
which clerks would otherwise have to provide. When bed sheets are sold 
in full-service retail stores, they are frequently not packaged. Sales 
clerks inform the customer as to brand name, thread count, and shrink 
resistance. But when sheets arc sold in self-service stores where the help 
of sales clerks is not available, individual packaging provides a way of 
presenting product information to the consumer. 

SUBSTITUTABILITY. The Selection of marketing inputs is also affected 
by their degree of substitutability In other words, it is important to 
know the extent to which one type of input can substitute for another 
type; inasmuch as the goal of maximizing profits prevents a decision¬ 
maker from making unlimited use of all inputs. A marketing strategist 
must ask himself such questions as these: Will product quality higher 
than that found in competitive products serve as a substitute for a pro- 
'Ittotional budget smaller than those of competitors? Will a large promo¬ 
tional budget substitute for shortcomings in dealer cooperation? Will a 
price lower than those of competitors substitute for sparse distribution? 
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Consideration of such substitutables helps the marketer determine which 
input (s)’ to emphasise in his marketing mix. 

Optimum Combination of Markating Input* 
PBODTTcnviTY. In planning the marketing mix, the decision-maker 
should remember that not all marketing inputs have equal productivity 
at various levels of use. Some inputs require a minimum level of use 
before they begin to have measurable effects—e.g., often an advertising 
message must be repeated several times before consumers become awart 
of it. A single spot television commercial may have almost no effect on 
viewers, but after being repeated several times, viewers begin to “hear,” 
“see,” and remember it. Thus, in such instances, if the marketer cannot 
afford a sufficient number of TV s{)Ots to succeed in passing the thresh¬ 
old of consumers’ awareness, he might be better off concentrating on 
some other input where the cost of crossing the threshold of awareness 
is lower. The lower cost per consumer contact of radio, magazines, and 
billboards will often make it possible to provide a much stronger impact 
on consumers than TV can do with a limited budget. 

ECONOMIES OF SCALE. The choicc of a combination of marketing inputs 
is also affected by economies of scale—i.e., by efficiencies resulting from 
operating above a minimum level of activity. For instance, a direct-to- 
retailer distribution channel may offer a producer some strong advantage 
in terms of communication and promotional effort, and in areas where 
his retail outlets are geographically concentrated, the cost per salesman's 
call may be low enough for direct-to-retailer distribution to be economi¬ 
cal. Yet in other areas, where the retail outlets handling his product are 
widely scattered, the costs of using the direct distribution channel are 
likely to be out of line with the costs of using alternative channels. In 
this instance, economies of scale dictate different methods of distribution 
in the two kinds of areas. Similar economies of scale apply in using many 
marketing inputs, such as those involving advertising media, adding new 
items to the product line, servicing products directly or through middle¬ 
men, and so on. When possible economies of scale are involved, inputs 
already at an economical volume will represent the most productive 
investment of resources. 

INPUT ELASTICITY. Different marketing inputs vary in their effects 
on demand, and this should be considered in selecting the best combina¬ 
tion of marketing inputs. For instance, a producer may have to make 
several pricing decisions which apply to a single product, and his choice 
of the best combination depends partly on his analysis of demand elas¬ 
ticity. Thus, for example, when distributors and dealers generally follow 
a manufacturer’s suggested prices, the manufacturer, in effect, establishes 
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selling prices at all three distribution levels. An understanding of varia¬ 
tions in price elasticity at each level will help him determine whether 
increasing wholesalers’ and retailers’ margins is likely to be more or 
less effective than decreasing the prices consumers are asked to pay. If 
the consumer demand for a product is relatively, inelastic, a 5 per cent 
increase in dealer and/or wholesaler margins may be more effective, 
because of the resulting increase in promotional efforts by these middle¬ 
men, than a 6 per cent decrease in prices to consumers. Actually, such 
decisions are much more complex than the above example implies, since 
not only must price elasticities be taken into account, but simultaneous 
comparisons need to be made of promotional and product elasticities. 
Although it is hard to find an orderly or scientific approach to the job 
of estimating price, promotional, and product elasticities, it should be 
tried, for even crude results offer a better alternative than pure intuition. 

/mp/emenfafion of Marketing Strategy and Timing 

Marketing inputs require different amounts of time to implement, so 
they must be developed and introduced in .some planned sequence that 
permits the achievement of a particular marketing mix at some given 
future date. For example, increasing the total size of a sales force involves 
using several months, perhaps even years, for recruiting and training 
new men to the point where they become productive salesmen. Setting 
up a new distribution channel for the product may require even a greater 
expenditure of time. Netw'ork television advertising schedules are often 
booked a year in advance. Several w-eeks of repeating an advertising 
message may be necessary before it begins to have an impact on sales. 
A successful marketing program requires the careful coordination of all 
such factors. The importance of coordination in timing is illustrated in 
Exhibit 21.1, a plan for the introduction of a new product. 

All inputs do not retain previously-achieved levels of effectiveness 
over the same length of time. A new product or package probably will 
continue to attract buyers up to the time some competitor introduces 
a better product or package, and such competitive innovations can occur 
almost at any time. An advertising theme may lose its effectiveness after 
a single season of use, w’hile another may continue to attract new cus¬ 
tomers for matiy years. Thus, the relative rates of decay in effectiveness 
must be taken into consideration in planning marketing inputs, as you 
will recall from the analysis of learning theory in Chapter 8. 

Because of these factors, management should, in implementing ^ mar¬ 
keting strategy, establish a logical sequence of events and develop a 
time table for the introduction and continued application of each mar¬ 
keting input. For example, see Ehchibit 21.1. Working back (in time) 
from the target date, each input must be scheduled with sufficient lead 
time for it to be fully productive at the target date. If a new-model 
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typewriter is to he introduced on May 1, dealer orders must be solicited 
thirty to sixty days before that, and wholesaler orders still earlier, so 
that the products will be on sale on the target date. The advertising 
program must be planned and scheduled for release in media on and 
following May I. If the advertisements should happen to reach consumers 
before the new typewriters are available for sale, much of the advertising 
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XYZ Company 
Tim# Sctiodulo for 
Introduction of tho Now Eloetrie Typowritor 


Product 

Manufacture for stock 
Ship to warehouses 


Jan. 


Feb. 


Mar. 


Apr. 


May 


Distribution 
Deliver to wholesalers 
Wholesaler delivery to retailers 


Price 

Introductory discount to 
wholesalers 

Introductory discount to 
retailers 


Advertising 

Plan ad theme and program 
Make contracts with media 
Ads released to public 

Selling 

Solicit wholesaler orden 
Missionary sales to retailers 



expenditure will probably be wasted, and if the dealers stock the new 
product long before the advertising is scheduled to appear, they may 
have difficulty selling the typewriters at first, lose interest in the item, 
and fail to give it their “best efforts” at the time the advertising finally 
appears. Only if the dates of product availability and appearance of 
promotion coincide on or near May 1, will the best results both in terms 
of advertising productivity and dealer cooperation be obtained. Timing, 
then, is an extremely important consideration in tlic implementation of 
a marketing strategy. 


A PROMOTIONAL DICIflON OAMI 

Business games provide an excellent vehicle for demonstrating the inter* 
relationship of business decisions and the need for coordination between 
decision areas to achieve optimum results. For this reason, a simple 
promotional decision game is presented below; 
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r. C. MILLER BAKING COMPANY 

The F. C. Miller Baking Company, a producer of bread and related 
bakeiy products, is located in a Midwestern city of 600,000 population. 
The company's products, sold und^r the Grandma Miller brand, are 
distributed in approximately 60 per cent of the retail food stores in the 
city and its immediate suburbs. Nearly all of the large supermarkets 
and chain stores already carry Grandma Miller bread. In addition, 
Miller bakery products are sold to large institutional buyers, such as 
restaurants, schools, and hospitals. Major competition in the city comes 
from three other large bakeries—two independents and a branch of a 
national chain. 

In late December, Jack Miller, the marketing manager, is re-evaluating 
the over-all promotional program as part of the work involved in com¬ 
pleting the January promotional budget. Although the current year has 
been successful, with a 5 per cent increase in sales over last year, he is 
uncertain as to whether most effective use is being made of advertising, 
selling, and other promotional efforts. Net sales will be approximately 
$1,100,000 this year and $95,000 in December. Exhibit 21.2 shows the 
operating statement for December. 

Deliveries and sales are handled by 20 driver-salesmen, who make 
daily calls on accounts leaving fresh goods and picking up day-old 
goods. The salesmen average about 30 calls a day, the exact number 
varying with the density of retail outlets on each route. Each salesman 
is paid $500 per month, and it costs an additional $250 per month on 
the average (including truck leasing fees, truck operation costs, and 
other expenses) to keep each salesman on the road. Since expansion 
through addition of new routes would necessarily be into parts of the 
trading area with lower densities of retail outlets, it is expected that 
truck operations costs would be higher on such routes. The cost of hiring 
and training a new salesman is $4(X), and, since the training program 
lasts two weeks, sales trainees must be included in the budget one month 
before assigning them to productive routes. When a salesman is dis¬ 
charged, he receives one-half month's ($250) separation pay. 

Advertising has been restricted to the leading local evening newspaper, 
and Mr. Miller plans to continue concentrating all company advertising 
in this single medium, since he believes it to be the mbst economical 
medium for reaching a maximum number of consumers in the trading 
area. For the past several years the amount set aside for advertising has 
approximated 3 per cent of sales, but Jack Miller admits that this 
percentage is nothing more tiian a ''rule of thumb" used because he 
has no really reliable information on the productivity of his advertising. 
F. G. Miller, Jr., nephew of Jack Miller and assistant marketii^; man¬ 
ager, believes the company’s advertising would be more effective if con- 
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IlMMt tU 

F. C. M{U«r Coinp«nf 


Profit A Lou Statement for the month of December 


Net Sales 



295.000 

Leas: Cost of Goods Sold 



48,500 

Gross Margin 



246,500 

Expenses: 




General A Administrative Expense 


213,900 


Selling Expense 




Direct Selling 




Sales Salaries 

210,000 



Other Expense 

6,000 216,000 



Advertising 

4,000 



Marketing Office A Admin. 

5,200 



Total Selling Expense 


24,200 


Total Expense 



38,100 

Net Profit on Sales 



2 8,400 

centrated in "large, heavy-impact 

advertisements," but 

Jack 

Miller 


believes it is wiser to increase the frequency of consumers' exposure to 
the message through more frequent small advertisements. In fact, Jack 
suspects a mistake was made three months ago when a change was made 
from one-eighth page ads inserted daily to one-quarter page ads inserted 
four times a week. (Exhibit 21.3 shows a schedule of advertising rates.) 

liMM* 21 .S 

Advarfiting Raf«t~-Oally 


Frequency of 

Insertion 

Full 

Page 

Vi Pag* 

y*, Page 

}kPage 

Once per month 

2 800 

2 450 

2 250 

2 160 

Twice per month 

1,600 

900 

500 

300 

Once per week 

3,200 

1300 

1,000 

600 

Twice per week 

6,400 

3,600 

2,000 

1300 

Four times a week 

12300 

7300 

4,000 

2,400 

Daily 

22,400 

11,700 

6300 

3300 


F. C. Jr. has been trying to persuade Jack to authorize an experiment 
with the point-of-purchase displays in retail outlets as a means of pro¬ 
moting a special ''product of the month." He proposes that management 
select a different product each month for promotion with specially de¬ 
signed banners and displays in retail stores. A recent trade journal article 
reported that a southern bakery tried this idea with considerable success, 
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increasing sales by as much as 5 per cent in some months. Banners and 
special display racks can be puirhased at $10 per installation (for a 
single store), but for large quantities, unit prices are lower as shown 
below: 


Less than 150 units 
150 to 299 units 
300 to 499 units 
600 or more units 


$10.00 per unit 
9.50 per unit 
9.00 per unit 
8.00 per unit 


Display units must be bought in quantities divisible by 25 up to a total 
quantity of 150, and above that in quantities divisible by 50. Since these 
materials are designed for special thirty-day promotions, their costs 
must be amortized in the month used. Th^ Miller Co. classifies the retail 
outlets it serves into five categories and has analyzed their sales of Miller 
products as shown in Exhibit 21.4. F. C. Miller, Jr. believes these displays 
should be set up in every retail outlet, but Jack Miller is skeptical of 
the whole idea. 

Ixhibit 21.4 

Retail Outlets in Bi 9 *ville end Environs 


CUiHinficotion 

f 

Number Now Served 
by Millei Company 

Avernye Monthly 
Sale of Miller Products 

Class A—^Large mipermarkets 

25 

S1260 

Class B—Medium supermarkets 

50 

360 

Class C—Small supermarkets 

75 

180 

Class D—Traditional chain outlets 

150 

90 

Class E—Neighborhood “Su))erettf*s’' 

.300 

45 


Because of the illness of Jack Miller, you have agreed to assume the 
duties of marketing manager for an indefinite period. Your immediate 
task is to prepare the promotional plan and budget for the coming 
month. 


Instructions to the Players 

Think what your objectives should be and plan your decision accord¬ 
ingly. The official referee will tell you how many decisions will be made 
by each team. Remember, each team will be competing against its owm 
record from month to month, not for a share of the total market. 

For each month the game is to be played, each player or team should 
have a “Management Decisions” sheet (Form 1} and a blank Profit and 
Loss Statement (Form 21 

Decisions should be made on the sales force, advertising, and point-of- 
purchase displays. Form 1 should be filled in as follows: 

1. Determine the total number of salesmen you want to have at the 
beginning and end of the month and record the number of trainees 
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who must be hired or salesmen who must be dismissed to achieve 
these figures. Add trainees to be assigned to routes (if there are 
any) and compute the net productive sales force for the coming 
month. Compute and record planned sales salaries and, where ap¬ 
propriate, costs of sales training and salesman separations. Leave 
“Other Selling Expense” blank; official scorer will determine and 
fill in this amount. 

2. Decide upon and record the sise and frequency of insertion of ads de¬ 
sired in the coming month. From Exhibit 21.3 determine and record 
the budgeted amount for Advertising Expense for the coming month. 

3. If you decide to use point-of-purchase displays, determine the num¬ 
ber of stores you wish to service, calculate the cost, and record. The 
displays you purchase will be placed in the largest stores first, and 
then in each next lower size category as long as the quantity pur¬ 
chased lasts. 

Hand in Form 1 to tlie official scorer. He will determine and record 
other Selling Expense, Sales, and Cost of Goods Sold and return the form 
to you. 

a*nii 1 


Management Decim>m 

Month being planned _ Team # 

1. Sales Force 


A. Productive sales personnel 

Number of salesmen (current month) 

Add: Last month’s trainees to be assigned to protlucti\p 
routes 

Less: Dismissals 

Net sales force (coming month) 

B. Number of trainees to be hired this month 

C. Direct selling expenses: 

Salesmen training (new trainees X S400) 

Salesmen separations (dismissals X S250) 

Sales salaries (no. of productive salesmen X $500) 

Other selling expenses (to be filled in by scorer) 

2. Advertising 

Proposed sixe of advertisements 
Proposed frequency of insertion 
Budgeted advertising expense (see Exhibit 21.3) 


3. Point-of-purchase displays 

Number of display units purchased_cost 


4 . 


Sales for the month 
Cost of goods sold 



To be filled in by scorer 


+ 
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^•TM 2 

A Lou Statement for the period _ 

Net Sttlea 

Cost of Goods Sold 

Gross MMBin . 

Expenses 

General A Administrative Expenses 
Selling Expense 
Direct Selling 

Salaries - 

Other Sales Expenses ..- 

Training - 

Separations _ _ 

Advertising _ 

Displays _ 

Marketing Office A Admin. 15200 

Total Selling Expense 
Total Expense 

Net Profit on Sales 

When the completed Form 1 is returned to you, prepare a Profit and 
Loss Statement (Form 2). After analyzing financial aspects of your 
operations, plan and make your decisions for the following month. 

CONCLUSION 

In this chapter we have suggested an orderly approach to the 
planning and implementation of marketing strategies. We believe 
that it is more logical to approach the formulation of marketing 
strategy in as formal a way as possible, even though there are 
no planning models that can be applied to this problem with high 
precision, than it is to resort to a completely informal, unstruc¬ 
tured approach. Strategy, by definition, is a competitive activity, 
and it involves developing a marketing mix which will reflect 
the expected actions and counteractions of competitors. The pro¬ 
motional decision game serves to illustrate the difficulties of 
optimizing only a very limited number of inputs with other 
inputs even when the competitive environment is held constant. 


Team #. 


S18200 
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